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INTRODT7CTORf 


•free poods and we have to work to obtain them. That is how 
economic problem arises. 

(c) Also the scarce means have alternative uses. Not only are 
our means scarce, but they are also such as can be put to a number 
of uses. This makes them all the more scarce. If a commodity or a 
service could be put to one or a few uses only no economic problem 
would have arisen. As soon as that use had been made of rt the 
commodity would have become a free pood Since our ^arce means 
•can be put to so many uses, we must choose between these uses. 
We must decide what to buy and what not to buy. This \wH show 
our scale of preferences. This again is a problem of Economics, 
which has also been called a science of choice. It we are careless in 
the use of our resources, our actions will be called uneconomical. 

Thus according to bobbins, Economics teW us how a man 
• makes use of his scarce means, having alternative uses, for the 

•satisfaction of his unlimited ends. 

2 Multiplicity of Wants and Scarcity of Means From 
the discussion of Robbins’ definition given above, it is clear that 
■ the whol,? superstructure of Economics rests on tiro foundation 

stones : 

(1) Multiplicity of wants, and (2) Scaroitv ol means. 

The first, i.e. multiplicity of wants is derived from the character 
of inun himself and the second (t.e. scarcity of means) from Ins 
environment. Let us discuss them more fully. 

Multiplicity of Wants. In common with other animals, man 
has got some organic or elementary wants. He must have a minimum 
amount of food to support life ; he must have some clothing > 
protect himself from heat and cold ; he must also have wine sort of 
shelter. Without these things man cannot live long. They are thus 

■termed necessaries of life. 

But man is superior to animals. He has a mind and can think 
He is not satisfied when only his organic needs are met. Look at a 
cow She has fed on grass to her fill and drunk water trorn a pom 
nearby • and now she retires to the shade of a tree chewing the cud. 
She is perfectly satisfied. She wants nothing rise. But man is 
different. Mere filling of the belly docs not content him lie hankers 
alter what he has not. He docs not want to exist only . he u ants 
to live well ; he wants to own things of beauty and culture. When 
his hunger and thirst are satisfied, he tries for variety and plenty. 
Look at’a man’s food. It consists of vegetables, pulses, spices tea 
coffee milk, fish and what not. He uses every known method to 
make’it tasteful. Even a poor man exercises his right of choosing 
between saltish and sugared lassi. 

As a matter of fact, no person, however poor, thinks only of 

filling his belly when he eats. He wants to dinvo pleasure from 
eating according to his means and tastes, and there is no end to his 
wants once a man starts on this road. 

The same is the case when a person wants clothes. He is very 
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particular about their fashion. The dress of a civilised man consist® 
not only of-what is necessary to cover his nakedness. Surely, nobody 
would die if he had to go without a tie. The desire for personal 
decoration is an important factor when a man clothes himself. Thero 
is no limit to what he might want for this purpose. 

In housing or shelter, too, human vanity plays an important 
part. No man, rich or poor, i3 satisfied with bare shelter. Every 
effort is made to make the house comfortable and beautiful. One 
can never be completely satisfied when one ruus after comfort and 
show. 

Also, man does not want merely food, clothing and shelter. He 
wants so many other things besides — books and newspapers, furniture 
and radio sete^jnedicines, motor cars, and what not. Then he wants 
machines to nejkle these things. Really, there is no end to man’s 
wants, so much\so that lie almost forgets his essential needs and 
goes on wantingSsom thing after another. Man is so made that whom 
one want is satisfiedTVnother takes its place. 

At no moment it be said that mau is fully satisfied and 

wants nothing else. He puffers from what is sometimes called ‘divine 
discontent’. He is ever engaged in pursuit of dreams and ideals. In. 
short, he is insatiable. YVe are thus faced with multiplicity of human 
wants. 

Scarcity of Means. This is the second foundation stone of 
Economics. Although human wants are infinite in number and 
bewildoring in variety, the means to satisfy them are strictly limited. 
No doubt, nature provides Home goods like air and sunshine free and 
in unlimited quantities ; but these free gifts of nature alono cannot 
satisfy man. He wants so many other things, most of which are 
scarce. He has to make un effort to get them ; and if he gets them, 
someone else has to go without them. If everything had been free like 
air and sunshine, there would have been no economic problem. For 
instance, if there had been a stream flowing with inilk and honey, the 
question of money payment would not have arisen. But, as it is, v\o 
find scarcity facing us all around. 


Scarcity does not mean absolute scarcity. It is only relative to- 
our needs A thing, for example, poison, may exist in a very small 
quantity, but if nobody wants it., it cannot bo called scarce. 
Similarly, there may bo an abundance of a particular commodity, say, 
fruits in Kashmir. But becauso they are not enough to satisfy the 
needs of all the people, they must be considered source. The means 
to satisfy our wants are scarce in the sense that they are less than, 
our requirements. That is what creates an economic problem. 


’ •Multiplicity of wants and mcrcity of means are thus the two 
foundation stones un which the science of Economics rests. There is 
.the.insatia hi lit y of man and the niggardliness of nature. Our wants 
are unlimited and our means to satisfy them are limited and have 
alternative uoeS. Keeping these two fundamental facts in view 
Lionel Robbins, a prominent economist of today, defines Economic® 
ua the science which studies human behaviour as a relationship- 
between ends and scarce means which have alternative uses " 
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of Economics from its definition g ‘ a . )hv But Economics 

knows about. Mathematics, History 

is new to him and he cannot say what it is about 

We can say that Economics studje^man^l. e an. ^ 

whole of it, but only one aspec ()f another science 

is born, how he grows up and dies. This .s ^ human Wy is 

named Biology. Economics < - - subject of Physiology. 

»ade np and w a think,' I. is Psychology 

Economics does not tell u . s i mp l y tells us how a 

which studies man s mind. satisfaction of his 

man utiliaen his rf money : bat hi, 

-unlimited wants. A man - ■ moncv he lias that he 

wants are unlimited. He mus w hat Economics teaches us. 

derives maximum satisfaction. ^ / ti|H his field, the 

If we look around, we 8Ct , a ^j 8 the doctor 

workman working in the fac ory, ‘ | students, and so 

attending to hie patients he teacher Je Z They 

on. They are all engaged in wliat is 

«arn money to satisfy their wan s. Kcimoinica deals. Here 

It is with this part of man s i e Rot want money for 

Z own sX bU rriStToVuy things which satisfy his want, 
"he — of a„ — 

jn > °itself? they “.le.l for' the satisfaction of human wants and 

to promote human welfare. things he 

A man wants food clothe, ho must work or make an 

must have money. Eor t • Wants— Efforts— 

effort. This effort leads to Economics 

Satisfaction, snms np the subject-matter ot tc 

m a primitive society the connection 
and satisfaction is close and direct A mao 
UP eome fruit, eats it, and issatiahcd. But 
in a modern society things are not so sirnph 
and straight. Here a man produces what 
ho does not consume and consumes what 
does not produce. The shoe-maker produces 
shoes, he cannot use them all lnmself. 
sells them for money with which he buys 
the things he needs. This work of selling 
what von do not want and buying what you 
want is called Exchange. Today the process 
of exchange comes in between wants, citorts 

and satisfaction. 

Nowadays most of the things we need arc * "Jj ^ j and 

z - - 
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of all these. They all get a reward in money. The labourer earns 
wages, the landlord gets rent, the capitalist gets interest, while the- 
entrepreneurs reward is profit. Economics studies how these 
incomes— usages, rent , interest and profits -are determined. The 
process is called Distribution. Like Exchange, Distribution also 
comes.in between efforts and satisfaction in a modern society. 

Thus, we can say that the subject-matter of Economics is- 
Consumption ( i.e. the satisfaction of wants). Production (i.e. 
producing things or making an effort to satisfy our wants). Exchange 
and its mechanism (i.e. money, credit and banking, etc.), and finally 
Distribution (i.e. sharing of all that is produced in the country 
among workers, landlords, capitalists and organizers). In addition. 
Economics also studies Public Finance. Thus it is indeed a very wide 
subject. 

Broadly speaking Economics may be described as a study of the 
economic system under which men live and work. It deals with, 
decisions regarding the things to be produced in the economy, how 
to produce them most economically and how to provide for the 
growth of the economy. 

4 . Scope of Economics. While discussing the subject-matter 
and definition of Economics, wo have said something about the scope 
of Economics too. But there are a few more things which wo have- 
to discuss in considering the scope of Economics. 


‘Scope’ means the sphere of study. We have to consider what 
Economics studies and what lies beyond it. The scope of Economics- 
may be discussed under the following heads :— 


(t) Us Subject-matter. We have already seen that Economics 
studies those actions of man which are connected with wealth. It 
studies man’s ordinary business of life or how he makes use of his 
limited means to satisfy his unlimited wants. Economics studies how 
wealth is consumed, produced, exchanged and distributed. Exchange 
includes determination of the value of commodities, money, banking, 
international trade, foreign exchange, etc. In distribution, we study 
the determination of rent, wages, interest and profit. Consumption, 
Production, Exchange and Distribution are the four departments of 
the study of Economics. Public finance is also studied in Ecohomios. 


( 11 ) .-1 Social Science. We have seen that Economics studies 
human beings. But it does not study them as isolated individuals 
living aloof in jungles or in mountain caves. Bather, it studies man 
living in organized society, exchanging his goods for those of others 
mlluencinir them by his actions and being influenced by them in turn’ 
He depends on them, and they on him. Economics is thus a social 
science and not one dealing with individual human beings. 

(Hi) Science or ,\U. We have also to consider whether 
Economics la a science or .m art. We shall discuss this question more 
fully below. Here wo may say that Economics i, both a science and 

an art. It not only explains why certain things happen, it also tells 
ua how practical problems should be solved. 
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(iv) Positive Science or Normative Science. A positive science 
explains the ‘why’ and‘wherefore’ of things « e. their causes and 
effects. A normative science, on the other hand discusses the rig 
ness or wrongness of things. Economists hold different views on 
this point. Some economists think that Economics is only a pos.nve 
science and as such explains why things are as they are. 0 hers 
think that it is a normative science and tells us as the things o ig 

to be. 

Our view is that Economics is both a positive and a normative 
acienoe It not only tells us why certain things happen, it also savs 
whether it is the right thing to happen. For example, we know that 
a few people in the world are very rich while the masses are very 
poor. Economics should explain not only the causes ot this une pial 
distribution of wealth, but it should also say whether this is good or 
bad It might well say that wealth ought to be fairly distributed. 
Further, it should suggest the methods of doing it. 

We may, then, sum up the scope of Economics by saying that 
it studies man's actions in relation to wealth from the social 
point of view It does not merely expit re and explain 
but it also advocates and condemns It not only invests, 
gates facts and discovers truths, but it also Pfescribes 

rules of life and passes judgment as to what is right and 

what is wrong. 

c Is Economics a Science or an Art ? When a student 
joins a college, he has to choose between two groups of suhjects- 
Science subjects and Arts subjects. In the former group are included 
Physics Chemistrv. and Biology, and in the latter History 
Civics. 'Economics, Philosophy, Sanskrit, etc. According to this 
classification. Economics falls in the Arts group. But this is not 
sound classification, and does not help us in deeding whether 

Economics is a science or an art. 

Lot us first understand what the terms “science” and “art” 
really mean. A science is a systematized body of knowledge. A 
branch of knowledge becomes systematic when relevant facts have 
been collected and analysed in a manner that we can “trace the 
effects back to their causes and project oanses forward to their 
effects.” Then it is called a science. In other words, when laws 

have been discovered explaining facts, it becomes science, facts 

are like beads. But mere beads do not make a necklace. \\ hen a 
thread runs through the beads, it becomes a necklace. The laws or 
general principles are like this thread and govern the facts ot that 
science. A science lays down general principles which help to 
explain things and guide us. 

Thp knowledge of Economics has advanced a great deal. It 
has reached a stage when its facts have been collected and carefully 
analysed, and ‘laws’ or general principles explaining facts have been 
laid down. Thus, the study of Economics has become so thoroughly 
systematized that it is entitled to be called a science. 

But Economics is also an Art. An ‘art’ lays down precepts or 
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formulae to guide people who want to achieve a certain aim. The 
aim might be the removal of poverty from a country, or the pro¬ 
duction of more wheat from an acre of land. 

Many English economists consider that Economics' is a pure 
science and not an art. They claim that its function is merely to 
explore and explain and to help in the solution of practical problems. 
Yet many others are of the opinion that Economics is also an art. 
Economics does undoubtedly help us in solving many practical 
problems of the day. It is not a mere theory ; it has great practical 
use. It is both light-giving and frnit-bearing. 

We conclude, then, that Economics is both a science and an art. 


6 . Economic Laws. It has been established that Economics 
is a science. Like other sciences. Economics has got its own set of 
principles or laws. “Law” here does not mean a statute (govern¬ 
ment) law, which must be obeyed, otherwise there will be a penalty. 
Nor is it like a moral law, such as, “Respect your parents.” A 
moral law is based on public opinion, but the breaker of the moral 
law is not punished. It is only a desirable rule of conduct. 

An economic law simply means a principle or gene¬ 
ralisation according to which a person tends to act when he 
ss engaged in an economic activity. It is a rule of economic 
conduct. Man’s actions in economic life are governed by 
these rules. 

What is the nature of economic laics ? Economics is a science 
which deals with man ; and man’s actions are always uncertain. 
Therefore we cannot say what is going to happen in the economic 
sphere. Man has a will of his own, and his actions cannot follow 
some rigid rules. We can only say how ho is likely to act under 
given circumstances and not how he must act. That is why it is 
said that an economic law is only a statement of a tendency. 

The validity of an economic law depends on many outside 
factors. If wages are higher in Bombay than in Delhi, the economic 
law says that workers from Delhi will tend to move to Bombay. 
Their actual movement will, however, depend on so many other 
factors. They will take into consideration prices in Bombay, 
whether any housing accommodation is available, whether they have 
friends there to help and advise them, and so on. If these con¬ 
ditions are satisfactory, they will go. Economic laws are, therefore, 
conditional or hypothetical. A qualifying phrase, “other things being 

equal haa to be added to them. They are true only under certain 
conditions. 


Economics is thus not an exact science like Physics and Mathe¬ 
matics. The human element and social friction in the economic 
sphere make economic laws loss exact than physical laws. It is for 

this reason that Marshall compared economic'laws to the complex 

laws of tides rather than the exact laws of gravitation. V 

»*« • -P f a11 90oiaI sciences however Economics is the most exact, 
lhis is so because the strength of an economic motive can be 
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measured by money. Other sciences have no such 

Hence Economics is more exact than History and Political .cienc . 

7. Relation of Economics with Other Sciences. Econo- 
mics has relation with almost all other sciences All sciences have 
been developed by man for the benefit of mankind. As a science, 
which is primarily concerned with man s wel are ^ c ® no ™ lc : 

makes use of the other sciences in its study. It uses. • 

reasoning^ the conclusions at which the other sciences may have 

Teaohed. . 

Economics and Politics. But its relation with the social 
sciences is the closest. Economics and Politics are very closely mixed 
“eedays. All political events have their roots in econo™, 
causes All political problems are economic in nature. II you follow 
discussions in the legislature, you will find that 

-the legislature is taken up by economic matters. Iol tieal insti Bit ion. 
also affect economic conditions, and vice versa. Dictatorship moulds 
economic conditions in a different manner from a democracy. 
Foreign rule in India is largely responsible for j? d,a " f orerty : 
Thus there is a very close connection between hconom.cs and 

Politics. 

Economics arul History. Economics makes use of History in 

understanding the background of the present-day economic problem. 

Historv is also useful in establishing or verifying economic laws. 
But History is incomplete unless it discusses the economio develop¬ 
ment of man. History must devote its attention to the ( ‘ sc ' ,ftsl0 “ 
of the economic condition of the people. It does not merely tell a 

tale of kings. Thus, 

Economics without History bas no root. 

History without Economics has no fruit. 

Economics and Ethics are also inter-related. Ethics is a science 

-of what ought tube. It tells us whether a thing is nght or wrong. 

Now ethical or moral considerations govern all economic activity. 
The economist cannot justify immora activities. Many ™ 
•economists (e g. Robbins), however, think that Economics is a pure 

science and as sucli it is not concerned with right or ur . 

said to concern itself merely with means and ends lie outside its 
8Copo. It 1 h neutral as regards ends. The ends may )o g°° ° 

•ends may be bad. Economies is not concerned. 

But our view is that Economics cannot bo dissociated from 
•Ethics. Ethics is the handmaid of Economics. The economists are 
■being called upon more and more to give their advice on ecm 
affairs, and they should not shirk this task. Hence Economics is 
both a positive science and a normative science. 

8 . Importance or Benefits of the Study of Economics 
Economics is considered these days us one of the most importan 
branches of knowledge. The number of persons eager to study the 
.subject is increasing from year to year. This is us it should >o, 

’.this study has very many advantages. In briet they are : 

(a) Economics teaches us many interesting and instructive facts 
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about man’s behaviour when he is engaged m economic activity.. 
The inner working of his mind in economic matters is revealed to us. 
We come to understand the various motives which guide him. it 
both a fascinating and a fruitful study. 

(6) Economic reasoning trains our mind as reasoning does in 
other sciences. It enables us to think cleaily and ju ge correc y 
and thus affords useful mental exercise. A careful student ot 
Economics can easily see through the game of politicians who want 
to deceive the public. He will not be misled by cheap newspaper 
propaganda. No doubt, “Economics is no philosopher s stone to 
turn everything it touches into gold, but it will help at least to 
distinguish gold from baser metals. 

(c) The study of Economics helps us to understand how the 
complicated economic system of today functions almost automati¬ 
cally without any central control. Every economic disturbance 
somehow tends to'smooth itself. For example, if there is shortage 
of a commodity, its price will rise. This will cut down unnecessary 
demand fo that the demand will be brought down to the level ot 

supply. 

(d) Economics teaches us the important lesson of the mutual 
dependence of man on man. We come to realise how we depend on 
others for the satisfaction of our wants, and how others depend on 
us. It clearly brings home to us the bond that binds worker to 
worker, industry to industry and country to country. This know¬ 
ledge adds to our sense of responsibility and thus leads to better 
work and a happier society. 

(e) The study of Economics makes us useful and intelligent 
citizens. Most of the problems today are fundamentally economic in 
character. It is only Economics that can give us a correct under¬ 
standing of the problems of ugriculture, industry, trade, transport, 
etc. Economics enables us to shape and mould the State policies 
for solving these problems. A student of Economics can easily 
understand questions relating to taxation, currency, exchange, etc. 
Thus it is clear that the study of Economics goes to build up a body 
of keen, intelligent and useful citizens. 

( I) Besides, the knowledge that Economics gives us has a great 
practical value in life. Economics is u science which is closely related 
to life. In most government departments, knowledge of Economics 
is found useful and is sometimes considered indispensable. 

To businessmen, industrialists, hankers and leaders in public 
life. Economies is specially useful. It supplies them with a rich 
store of useful facts. It cannot render them any technical advice 
but it helps them to avoid pitfalls. It leads them to correct 
conclusions. A householder too finds the knowledge of Economics 
useful, for it helps him in wisely spending his income. 

( 9 ) Finally, it is Economics that we look up to for solving the 
problem of poverty. “Economics alone will not build a millennium ; 
but in that building—(and in whatever preliminary pulling down 
may be necessary), it is an essential tool.” 
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In view of what has been said above, it is clear that the study 
of Economics is not only useful in ordinary life, but also serves as an 

excellent mental discipline 

q Divisions of Economics. As already pointed out, the 
study of Economics is divided into four mam ^Partments 
divisions, viz. Consumption. Production, Exchange, and Distribution. 

In Consumption, we study the nature of human wants as well 
as the principles governing their satisfaction. I he law of diminishin 
utility, P hw of Substitution, the law of family e M^iture and 

consumer’s surplus arc of special importance, 

nature of demand, whether it is elastic or inelastic, as well as the 

of demand. 

In production, we study how man makes efforts to satisfy Ins 
wantB by P producinp wealth. In particular, we see how the fonr agent 
of production, viz. land, labour, capital and organization, co-operate 
and combine in the work of production. We study each o| these 
agents, their importance and the conditions of their efficiency. 

In the third department of economics, viz. Exchange, we discuss 
how buying and selling are done and how prices are determined I Ins 
happens through the interaction of the forces of demand and supply. 

The fourth department, Distribution, is devoted to the study 
of the respective shares that go to the four agents, land, labour, 
capital and organization. These shares take the form respectively 
of rent, wages, interest and profit. In Distribution, we study how 
the share of each agent of production is determined. 


It is usual to divide Economics into these four departments only. 
But in addition to these, we have to study also the problems of Public 
Finance as well Here we discuss how governments get money and 
how they spend it. Thus it involves a consideration of tuxtion 

and allied questions. 

10. Inter-relation of the Departments of Economics. The 

four departments of Economics—Consumption, Production, Exchange 
and Distribution—do not stand apart in water-tight compartments. 
This division of the subject into four parts is for the convenience of 
study only. Really the subject is one complete whole and these 
departments are closely related to one another. Let us see how. 


Consumption and Production. The close relation between the 
two is quite obvious. It is the consumer s desire to consume which 
leads to production. Consumption too. in its turn, depends on the 
volume and nature of production. Unless there is production, there 
cannot be any consumption. The two are thus mutually dependent. 


Consumption and Exchange. These are the days of specializa¬ 
tion. People produce what they do not consume—at any rate not 
the whole of it—and they consume wbat they do not produce. 
Exchange is thus essential if consumers are to satisfy I heir "ants. 
Consumption thus depends on Exchange. But unless there are 
consumers, no exchange is called for. Hence exchange and eonsump- 
tion depend on each other. 
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Consumption and Distribution. Consumption is also closely 
related to Distribution. In Distribution, we discuss the share that 
goes to each of the agents of production out of the national income. 
Now, it is clear that if consumers are well supplied with the 
necessaries of life, they will be efficient workers and will be entitled 
to a greater share of the created wealth. Consumption thus 

influences Distribution. 

In its turn, the nature of Consumption depends on the Distri¬ 
bution of wealth in a community. What a person consumes depends 
• on the income he gets. If his wages are low, his consumption o 
goods too will be low and his standard of living will be low. 

Nowadays the problems of Distribution are regarded as 
important as those of Production, perhaps even more so. The real 
welfare of the people depends not so much on the aggregate 
production of wealth in the country but on how wealth is distributed. 
It depends on the respective shares accruing to the different sections 
of the community. 

Production and Exchange. Production is incomplete without 
Exchange. Articles produced must reach the hands of the consumers 
and this is impossible without Exchange. The system of buying and 
selling and the existence of markets stimulate production. But 
Exchange also depends on production. Unless goods are produced, 
the question of exchanging them does not arise. There is thus 
interdependence between Production and Exchange. 

Production and Distribution. The greater the volume of 
production in a country, the greater would be the share of each 
agent of production. The character of Distribution, therefore, 
depends on the total volume of production. Goods must be produced 
before they can be distributed. In its turn, Production, too, depends 
on Distribution The methods and character of Distribution deter¬ 
mine the income of a group. An individual's income affects his 
efficiency, which, in its turn, determines the volume of production. 
If workers are paid better wages, the productive efficiency of the 
country will certainly improve. Production will consequently be 
larger. Hence one department depends on the other. 

Exchange and Distribution. Exchange assists Distribution. A 
man gets his share of the national income in the form of money. 
But lie does not want money for its own sake. He has to buy 
things lie needs. He is able to secure these things only through 
• exchange. 

It is clear then that the various departments of Economics are 
closely inter-related. Each one of them depends on the other, and 
they act and react upon one another. We may repeat that we have 
split Economics into these divisions only for the sake of convenience 
of study. They are not water tight compartments. They are olosely 
inter-related. 
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WHAT YOU LEARN FROM THIS CHAPTER 

, v* Tt is wrong to define Economics as a science of 

s^smt- p- ° f •“» rt “ dy 

ofmon.”— (Marshall) 

„ 4iC ..4hrx science which studies human behaviour 
Robbins defines Economics acart . e meang which have alternative uses.” 

as a relationship between en f mean6ftr etho two foundation stones 

Multiplicty of the wants and the scarcity 

of Economics. 

r i: nnmic Science. Economics rests on the multiplicity 
Foundations o£ Ec ®?®“ tj 10 insatiability of man and the niggardli- 
of wants and the scarcity , 8tone3 of Economics. Human wants are 

rnhmltet^hoieaVlhereaL to satisfy them are not only limited but can alto 

be put to alternative usos. 

What i, the Subject-naatter^o^Econonaics^? 

»' » 6 ' udi " B °" ions 

relation to wealth. 

o tv It studies man’s action in relation to wealth— 

Consumption °Iw“otion, Exchengo. and Distribution of rrouUb. 

It is a social science. 

It is both a science nnd an art. 

It is a positive us well as a normative science. 

„ • Cj. nr . nr an Art ? Economics i9 u Science us it is a 

Is Economics a f ornJU | u ted laws to explain its facts. It is also an 

A^r?t h“lpfin tho aolution of probloma. It haa a great pra. ta al 

importance. 

Economic La»a. Economic U.. are difforent from government law. 
and moral laws. 

IWm i,. i aws are hypothetical and have a qualifying phrase, -other 
Economic ^ mero statements of tendencies. 1 hey are not 

cermfn oTdelini.e litre .Jaw. of physical aeiencee. They are more l.ke the 
laws of tides rather than the laws ol gravitation. 

_ . . f Fe.nnr.mics with Other Sciences. Economics has relations 

Relation of ^ «!ml .nnla. use ol them. Hut it is more closely 

with almost ©very oi . |»k 0 1'oliticH History, Ethics and Jurispruden< o. 

connected with socal ec.ences up ,| lU t it Is almost 

These days Economic History cannot bo complete without Economics, 

i 00 ?^ 8 ^ o t°- M P?Jo makesuse o^Hirtory'iu testing its theories. Economies is 

f 0 S” "uhStoSSi. EronomirB i. not only a . .a 

science hut also a normative science. 

Advantages of the Study of Economics: 

(a) H teaches us many interesting and instructive facts about man 

behaviour in the economic sphere. 

Uj\ It is a useful mental exercise. It trains our minds. 

(c) It touches us how the economic system automatically functions. 

{d) It teaches us the lesson of roan’s mutual dependence. 

<«» Tho study of Economics makes us useful citizens. 

(/, Economics is of practical value to the businessman, the banker, the 
industrialist, the legislator and the householder. • 

(>/) It helps in the solution of the problem of poverty. 

Divisions of Economic. There are four departments of Econom.cs, viz. 
Consumption, Production, Exchango and Distribution. 
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gaaiaswss susssu: s 

related. 

Consumption and Production j 

Without the stimulus of consumption there could be no prnduet.on, and a 
thing must bo produced before it can be consumed. 

Consumption and Exchange , , 

It is through Exchange only that the consumers are able to get what they 


want. 


Consumption and Distribution # . 

Better Consumption means higher efficiency; higher efficiency claims a 
Urcer share in national income. Thus, Distribution depends on Consumption. 
S Consumption obviously depends on Distribution. .... on the mcome that a 


man pets. 

Production and Exchange— 

Production is incomplete without Exchange. Also, unless there is produc¬ 
tion there can be no Exchange. 

Production and Distribution— 

The lareer the production, the larger tho national income to be distributed 
A more even distribution of wealth will add to the efficiency of tho workers and 
thus affect production. 

Exchange and Distribution - 

Distribution is made through Exchange, for only thus is one able to change 
one’s money into tho goods that ono wants. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1 What do you understand by ••economic activity ” ? Give a feu■ examples. 
o What ii Economics ? Discuss the utility of the study of Economics. 

[See Secs. 1 and 8.] ( Ajmer 1955 i Delhi 1946) 

3 What is the subject-matter of Economics ? [See Sec. 3.] ( C.U. 1939) 

4 Define and explain the nature and scope of Economics. 

[See Secs. 1, 4 and 5.] (Bombay 1953) 

!j Is Economics a Science of Wealth f Explain fully. Examine its relation 
to Political Science. [See Secs. I and 7.] (J. & K. Univenity 1958) 

Or 


Is Economics merely a Science of Wealth ? In the light of your answer, 
discuss the nature and scope of Economics. 

(Sardar Vallabhbhai Vidyapeeth 

(; “Scarcity oj mean* and multiplicity of wants are the two foundation- 
ston 9 * on which the structure, oj Economics rests" Elucidate . 

[Soo Sec. 2.] (P.U. 1957) 

7. Examine the following definitions oj Economics : 

(>i) Economics i* a Science oj Price. 

[b) 44 Economics is the study oj man in the ordinary business oj lije." 

(Ajmer 1953 ; Calcutta 1953) 

(c) 44 Economics is the i'.u l / of principle* according to which limited means 

arc used (or the sat^f jetion oj unlimited wants." 

[See Sec. 1.) . * (P.U. 1943) 

8. What is the subject-matter oj Economics ? Ec plain clearly . 

[Rajasthan Pre-Univ. I960) 
“Eco v m'cs cannot be a science lecau<e c onomis's disagree." Comment . 

(Agra 1939) 


1959) 
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(Complete unanimity is not essential in a science. There can be difference 
of opinion in every branch of knowledge. Economics is a science in spite of 
disagreement.) ^ £ See Sec « 5 J 

10. Why «8 Economics spoken oj both as a Science and as an Art ? 

[See Sec. 5] {Delhi 1935 ) 

11. What is an Economic Lau- ? Will you consider the following as economic 
law ? If not, why not ? 

(а) Thou ehalt not steal. 

(б) Those who violate Sec. 144 shall be prosecuted. 

(c) The more a man has of a thing, the less he wants to have more of c t. <Jive 
reasons Jor your answer. 

(For a definition of an Economic Law, see Sec. C ] 

(a) It is a law of Ethics and not of Economics. 

(b) It is a statute law and not an economic law. 

,c) It is an Economic law called the Law of Diminishing Utility. 

Or 

■" What is an Economic Law ? Bring out the nature of economic laws by 
comp uing them with (a) Physical Laws. (b) Moral Laws, (c) Legal Commands. 

[See Sec. G.J < C. 1956 Sup pi.) 

Or 

Discuss the nature of economic laws '. How do th-y differ from the laws of 
other sciences ? { ' Dd,tl llS - 1958) 

12. Laws of Economics have been compared to the complex laws <f tides 

rather than to the simple laws of gravitation. Why 1 (Patna 1 945 ; Delhi 1955) 

(See Sec. 0.J 

Or 

“Economic laws are mere tendencies.” Do you agree ! Give the charac¬ 
teristics of economic laws with illustrations from your own experience. 

(See Sec. li.J (C.U. 1953 Suppl.) 

Or 

What art economic laws? How do they differ fmm those of other timers ? 
Illustrate your answer. (See Sec. G.J (./. <(■ K. 1953) 

13 Economics is a social science. Discuss its kinship with other social 
sciences. l Soe Sees. 4 u,ul 7 -J (P.U. 1953) 

Or 

Why is Economics called a social science 1 Discuss the relation of Economics 
with History, Politics and Ethics. % (P.U. 1957 ; J. it K. 1955) 

(See Secs. 4 and 7.J 

14. "Some people regard Economics as an aid to the solution of i>r<icttcal 
problems." To what extent do you agree with this view f 

[See Secs. 5 and 8.J (P.U. 1955 ; U.P. Board 1953 ; Ajmer 19)3) 

Or 

• What is Economics ? How far is its study useful in our everyday life > 

(See SecH. 1 and 8.J (P.U. 1956) 

Or 

Define Economics. What is the importance of the study of Economics io (i) 
a businessman, (ii) a citizen of a democratic State, and (iii) a banker 1 

[See Seen. 1 end 8.] (J* & • 1956) 

Or 

Discuss fully the importance of the study of Economics. (Delhi II• S. I960: 

[Seo Sec. 8.J (Hajasthan Inter I960.) 

16. What is the practical value of the study of Economic* < 

(Ajmer Hoard Inter. Arts i960) 

16. State the main branches into which the study of economic ihtory %s divided 
and discuss their relatione to each other. (U.P. Hoard 195b ; P.U. 1935) 

[Seo Secs. 9 and 10.J 



CHAPTER II 


ECONOMIC DEVELOPMENT AND ECONOMIC SYSTEMS 

1. Introduction. Economic development has been a very 
slow and steady affair. Human societ}' has passed through several 
well-marked stages in its economic development. The time taken in 
each, stage and the various details of development must, of course, 
have been different from country to country. But we may imagine 
that almost every country has passed through almost the same stages. 
Economic organism was very simple and primitive at first but has- 
become very complex today. The main stages through which the 
countries in general have passed are : hunting and fishing stage, 
pastoral, agricultural, and handicraft stage, domestic sjstem and 
industrial stage. 

2. Hunting and Fishing Stage. At the dawn of human 
history, it seems, man lived mostly on roots and fruits that he could 
gather from the jungle. His wants wore very few. As a matter of 
fact, he did not require anything more than what animals needed to 
keep themselves alive. Gradually, he took to hunting. At first he 
used sticks or stones for the purpose. But the discovery of fire and' 
the use of metals put into his hands sharper tools and weapons like- 
knives and daggers. At this stage, ho had no fixed place to live in 
nor did lie own any immovable property. His only property was the 
tools he used. The hunting tribes were nomadic and moved from 
place to place. On the sea shore or on the banks of rivers and 
lakes, they lived on fishing, for which purpose also, by stages, better 
ami better implements came to bo used. Life at this stage was 
uncertain and man lived literally from hand to mouth. 

3. Pastoral Stage. Tho hunting and the fishing Btages 

gradually gave place to tho pastoral stage. By this time man had 
learnt the art of domesticating animals. He tamed wild animals 
and kept a number of them in his possession whom he could use 
for his food. At the hunting stage, ho simply destroyed animals, 
but in the pastoral stage he reared them up. This improved his 
food position and made life less uncertain. Tho animals were 
not only a source of food supply, but they also provided materials 
for clothing and means of transport. At this stage, private property 
arose ,n he form of cattle. But still there was no fixed home. Man 
wandered from place to place in search of food and water for himself' 
and for his cattle. Instead ol living alone men now began living in 
groups or tribes. With the rise of private property,inequalities of 
wealth also appeared which at this stage were indicated by the.- 
difference m the number of cattle owned. J 
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4. Agricultural Stage. Gradually man learnt the art of 
ploughing aid sowing. He did not like to depend ent.rely on the 
wild products of the jungle. In order to make life more secure and 
stable, cultivation of land was started along with the rearm of 
cattle’ People now became more settled. Besides property in 
form of cattle, property also arose in the form of and. Division o 
labour in a very simple form was also introduced Instead of 
wandering from place to place people began now to live m small 
villages and built for themselves permanent homes. Dunn r 

- ry? ASS- = 

meeting their essential requirements. Some bigger \ illages gr 
towns and became marketing centres. 

c Handicraft Stage. For agriculture, tools and implements 
were needed Some people took up carpentry and smithy to supply 
this need A body of professional craftsmen and artisans came 

‘Xlctr^ 

or got cultivated by farcers. These craftsmen 
organised themselves into craft guilds. These guilds not only looked 
after the welfare of the craftsmen, but also looked after production. 
Thev ensured proper quality of the products of their members and 
fixed theirprices. Such guilds were to be found in Europe in.the 

3&?= wait t= 

ba, new L^-^Ued 

bul more interdependent. Production was still on a smal scale and 
it was .lone mainly through cottage industries. The system ot 
private property became more wide-spread. . . . 

p 6 Domestic System. Tne handicraft stage yielded place 
to what has been called the domestic system This is niarhedby 
the appearance of middlemen. Merchants supplied raw 
artisans in their own homes, paid them wages at W 
the finished products which they themselves dispo*d ot 1Ll.e 

widening ot the market was both a cause and an effect of the -s 
this system. The workman became differentiated from the capi a 
employer He lost his economic independence, because lie was at 
-Te 1 mercy of the employer for everything. Ho simply became » 
wage-earner Alb the profits went into the pockets of the commerc a 
3 lemon Under the supervision of the oapitahst nm d emem 
division of labour became further extended. The domestic system 
can still be found in India in most of the towns, although it is giving 

place to the factory system. 
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7 Industrial Stage. Then we come to the filial stage, vu 
the industrial stage. Side by side with cottage industries large-scale 
organised industries grew up.. The world entered onan era of 
machinery large-soale production and world-wide markets. Ike 
capitalists now set up factories of their own and got comp ete control 
of the industry. Workers were hired and made to work in faofc °“«® . 
instead of in their own cottages. They came under complete control 
of the factory owners. The workman, being too poor either to buy 

machinery or to buy raw materials, gave himself over to the rich 
capitalist at a fixed daily wage. Division of labour became more 
complex. No person could be self-sufficient. For everything one 
came to depend on one’s fellow-beings living m distantJands. 
Institution of private property became firmly established, big cities 
crew up Cheap and efficient means of transport and communication 
were developed. Villages lost their seifs-ufficiency. Credit and 
banking also developed. Barter economy was, in course of time, 
replaced by money economy and now by credit economy. In the 
field of business organisation, joint stock companies were formed. 
Production came to be carried in anticipation of demand. Competi¬ 
tion has now come to rule where custom held its sway. Market has 
become national and international in extent. 


8 . At What Stage is India ? It is very difficult to place 
India in any particular stage of economio development. India is a 
sub-continent and wo find all the various stages of economic develop¬ 
ment existing side by side. There are areas which have not yet 
become civilized. People there still live in a form of tribal organisa¬ 
tion, where they live by primitive agriculture and on their cattle. At 
the other extreme are big cities like Bombay, Calcutta, Delhi, Kanpur, 
Lucknow, Allahabad, etc. where people live a most modern life. 
Nearly two-thirds of the Indian people depend on agriculture for 
their livelihood. Biit still we cannot put India in the agricultural 
stago, because wo find that India has also many modern industries 
fully developed, e.g. cotton mill industry, paper industry, cement 
industry, eto. Cottage industries exist side by side with modern 
large-scale industries. If we look at the means of transport, we shall 
find the bullock-cart on the road Bide by side with a modem car. 
The system of barter still exists in the remote villages, whereas an 
elaborate credit system functions in towns and cities. 


Thus in India we find all stages side by side. We might say 
that India is changing from the old to the new, from the agricultural 
and the handicraft stuge to the industrial stage. India is in a stale of 
transition. It seems, however, that India has covered a very large 
portion of the journey already. With the advent of planning, the first 
two Five-Year Plans having been completed, it can be hoped that 
very soon we shall be in the midst of the “industrial stage’’. The 
Community Development Scheme mainly aims at making our rural 
areas prosperous and enlightened ; wo shall have an all-embracing 
development, in both the economio and the social fields. A very 
important place was given to industrial development in the Seoond 
Five-Year Plan. The Third Five-Year-Plan will carry tho process of 
development still further. 
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ECONOMIC SYSTEMS 


The world has now become familiar with three main economic 
systems, viz. (») Capitalism, (it) Socialism, and (m) Fascism or 
Controlled Capitalism. Let us study these systems one by one. 


9. Capitalism. This system prevails in India, England, 
America and over the rest of the world with the exception of Russia, 
the Eastern European co intries and China. The special features of 
the system are the following :— 


(i) Private Properly. It is based on the institution of private 
property. People are permitted to acquire property and to pass it 
on to their heirs in inheritance. This explains why people are born 
unequal, economically speaking. These inequalities are further 
increased from generation to generation. The rich people tend to grow 
iricher and the poor people tend to grow still poorer. 

(ii) Economic Freedom. Under capitalism, people enjoy what 
,js called economic freedom or freedom of enterprise. Economic 
freedom means three things : («) People can take up any occupation 
they like ; ( b) they are free to enter into any contract with their 
fellow-beings that they find profitable to themselves ; and (c) they 
can use their property in any manner they like. It should be 
remembered, however,' that there is no absolute freedom in these 
respects. The, governments impose restrictions on individual freedom 
in all countries in order to safeguard the general interests of the 


community. 

(tit) Ownership and Mawvjement of the Means of Production. In 
a capitalist society, the instruments of production like the farms*, 
factories and business are owned by private individuals. They are 
managed by them lor their own exclusive benefit. The owners do 
not consider it their concern to look after the welfare of the 
community. Their own welfare is their prim try concern. Thus all 
profits go into the pockets of private individuals The capitalists 
enrich themselves at the expense of the societ y. The workers got only 
a small Hhare out of the national income. Thus the gulf between the 
‘haves’ (the few rich) and the •have-nots* (the many poor) is indeed 

very wide. 

(tv) Class Conflict. The 'haves’ and the 'have-nots' are 
constantly fighting against one another. The society under capitalism 
is divided into two warring camps. The battle ol labour ersus capital 
is constantly going on. This prevents a capitalistic society from 
enjoying peace and tranquillity. There are constant threats ol strikes 
.and lock outs and the society may he thrown into contusion any 

moment. 


(v) Un-co-o/diruited Nature. Under capitalism, there is no 
machinery to bring about co-ordination in the various aspects of 
economic life. Business decisions are made by millions of independent 
businessmen. There is no authority to control them and bring them 
into co-ordination with one another. That is why capitalism is said 
to work blindly and blunderingly. 
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( V i) Control Goes With Risk. Under capitalism, those who invest, 
and risk capital are given the control of the business. This is .neces¬ 
sary to ensure that decisions will be made wisely and cautiously. 
If capital belonged to some people and the authority to ma 
decisions rested with others, it is obvious that decisions could not be¬ 
taken with full sense of responsibility. There will be a lot of waste. 
The fear of loss compels people to make careful decisions. 


(vii) Dominant Role of the Entrepreneur. In a capitalistic order 
of society, the entrepreneur plays a very dominant role. The whole 
productive machinery is under his direction. It is be who decides 
what to produce, how much to produce, where to produce and where 
to Bell All other factors of production are hired and paid by the 
entrepreneur. The economic future and prosperity of a country 
depend on the wisdom and toresight with which its entrepreneurs are 

gifted. 

Capitalism has placed at the disposal of society a rich variety 
and abundant supplies of useful commodities. The living standards- 
have thus continuously been rising. New lines of production have 
been started by capitalists. The world has thus witnessed a senes of 
useful inventions and discoveries. Since the capitalists run the risk 
of loss, the resources of the community are very carelully used and- 
waste is avoided. The ablest businessmen get the handsomest 
rewards in the form of profits, whereas the incompetent businessmen, 
have to suffer heavy losses. This is not only just but it also- 
provides great stimulus for economic progress. The general mass of 
consumers control and determine the direction and volume of 
production. This looks democratic. Since control goes with risk, it 
ensures wise economic decisions. That capitalism has survived for 
centuries proves the soundness of the system. 


But some evils of capitalism are also quite apparent. Under 
capitalism, competition rules and competition iuvolves lot of waste. 
There are a dozen similar shops where two would suffice. Huge 
expenditure is incurred on advertisement simply to attract tile- 
customers' attest : on. If a fraction of this expenditure had been 
inourred in improving the quality of the products, it would have been 
of immense bonent to the society at large. Cut-throat competition 
oonfers no benefit on society. Legal, social and economic friction 
hampers free and proper competition. Inequality of wealth and' 
income is the curse of capitalism. Frequently recurring trade cycles 
upset the economic system. There is no security for the mass of 
workers. Fear of unemployment hangs over their heads like 
Damocle’s sword. Capitalism has divided the society into two- 
warring camps—the haves’ and the ‘have-nots’. The masses are 
exploited for the benefit of the few rich. Known evils of capitalism 
provide sufficient ground for the spread of the socialist gospel. 


io. Socialism. Socialism refers to that system under which 
the means of production like farms and factories are nationalised or 
socialised. They belong to the Government and not to the pirivate 
individuals. Profits from trade and industry go to the Government 
treasury and not into the pockets of private businessmen. Socialism- 
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means the end of private enterprise. All businesses are started 
and run by the State and the profits are utilised for the e ener 

welfare of the community. 

It should, however, be remembered that the socialists do not 
want to abolish all private property Pr.vate ownership mdyn the 
means of production is to be abolished. Under mnmuu m < 
private property will be abolished. It is also necessary to und rstan 
that socialism may not bring about economic equal ty. Ai !><>« >. 
everybody works for the State, yet everybody .s ,10t a l i t t “ 
same rate Payment for work is made according to the nature ot 
wo“k and'the ability of the worker. Although equal paymen ,s not 
guaranteed vet equality of opportunity is assured to all. lie 

socialist States generally provide fre- education j ' 

and everybody is guaranteed employment Under capitalism, 
resources are Allocated according_to the wisl.es ol the consumers bat 
under socialism the utilization of the resources of the community is 
decided°bv th(T Government. There is no consumers' "ovwifnty. 
Socialism is supposed to cure some of the glaring evils of capdahsm 
but it would also suppress human personality and kill indi 
initiative It would encourage mediocrity at the expense of gen . 
It is impossible to achieve equality. On the whole, however, it 

seems better to work for the establishment of ^“{ l0 0 ^VwY o n hil j[ 
society. That would promote general welfare instead ot enriching 

•the few. 

, , Fascism or Controlled Capitalism. Fascism prevailed 
in Germany and Italy during the times of Hitler and Museohni 
resnectively Under Fascism the State is all in a l. We may say 
■that under socialism the workers are supreme and under capitalism 

the capitalists hold the upper hand, but under Fa . B0 ““:.°" e t j e t “ th " 

hand the State is supreme. Neither are the workers allowed t gc 
on a strike nor are the employers permitted to close the factories. 
It is recognised that l.otb strikes and lock-outs are ^m.ltote 
community in general, and the State, as guardian of the mterests U 
the community, steps forward and keeps both labour and | • 
check 

Fascism resembles capitalism in that the system of p^te 
pnternrise and private investment prevails. Private property m the 
meMS orproduction is maintained 1 . But the State exercises o,n ro 
over both wages and profits. Fascism resembles sre.al.sm n tl at 
the State is supreme in the economic sphere rims fiiscis. ° 
of compromise between capitalism and soc.a ism ' « ” 

and fascism are ruled by dictators. Under both m a tracks a m 
industries, bodies representing employers, employees and tl.e fasmst 
parties are established. These bod.es co-ordinate all econom.c 

activities. 

12. Mixed Economy. What may be called a new system 

Bee ins to be shaping itself. In England which may >e 1 e ^ ir< j 6 * . j 
-the home of capitalism and free enterprise, certain importat t 
tries have been nationalised. India ,s also foUowing tbe example o 
England. England nationalised the Bank of England and the *teel 
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industry (steel industry was later denationalised by Conservatives 
Government). India has nationalised the Reserve Bank of India, 
and the life insurance business. If the Government of India had 
not been handicapped by the lack of funds and trained personnel 
and if it had not been engrossed in more urgent problems, India, 
would also have nationalised certain industries. The Government 
of India declared in 1948 that for ten years there would be no¬ 
nationalisation, which meant that when 10 years were over, steps 
towards nationalisation might be taken. 

According to the new industrial policy of the Government of 
India announced in 1948 and later in 1956, some industries have been, 
started under State control. These industries are owned by the 
Government. Such industries may be considered to constitute the 
socialised sector. In a mixed economy, the private sector 
(capitalism) and public sector (socialism) exist side by side. There 
are industries which are owned by private capitalists ; there are 
industries which are owned exclusively by the State, and there are 
industries in which the State and the private capitalists form 
partnerships. It seems very likely that mixed economy will make 
a rapid headway in the capitalistic countries. 

In India under the Second Five-Year Plan, the scope of State- 
operation, State-control and State-interference has been very much- 
enlarged. The private sector will operate according to ‘wider’ 
policies laid down by the Government. Our mixed economy tends- 
to assume the shape of ‘democratic socialism’ ultimately. Under it,, 
both private and public sectors shall operate, but the private sector, 
will work under the over-all and general control of the Government., 


QUESTIONS 


1. Write a short account of evolution of economic life. 

(See Secs. 2-7], (Delhi 1953, 55) 

2. State the stages of Economic Development und give the cbaracteristica- 

of tho present economic system. [Seo Secs. 2-7] (P.U. 1956}- 

3. What are the main landmarks in tho development of economic life in 

human soriety ? (Ajmer Board Ivter. Arl# I960). 

Or 


What has boen the development of economic life through various stages, 
from the earliest times to the modem times ? Through whnt stage, is India- 
passing now ? (Rajasthan H.S. 1960) 

4. Name the different economic systems and indicate the special features- 
of each. [See Secs. 9-12], 

f>. Distinguish between Economics and Economic System. Clive the maim 
features of any economic system with which you may bo familiar. (P.U. 1949) 

(Economies is a scien< o which studies human behaviour ns u relationship. 
botween ends and source means which have alternative uses. But economic 
system refers to an arrangement in which economic activities are organised. 
We are fumilinr with capitalism.) [See Sec 9] 

0. What do you understand by capitalistic system ? Briefly explain it* 
advantages and disadvantages. [See g ec {Delhi H.S. 1959) 

7. What do you understand by mixed economy ? Do you think that this, 
oni will suit lndm boat ? Give reuaona 
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CHAPTER III 


GOODS 


—UTILITY—VALfc£^ 


WEALTH 


The riddle of high utility and low value, and low utility but high value. 


1. Introduction. In this chapter, we propose to explain 
some terms which are frequently used in Economics. This is 
essential not only for clear thinking but also for a correct under¬ 
standing of the language used in books on Economics. The terms 
used in Economics are also used in the ordinary speech. But in 
Economics they are used in a sense different from that in which 
they are used in ordinary speech. We shall make it clear here in 
what sense they are used in Economics. 

GOODS 

2. Goods. Wo know that human wants are the starting 
point of all economic activity. Man has wants which ho must 
satisfy. There are two things with which he can satisfy these wants — 
goods and services Goods mean the commodities that we use, and 
services refer to the work that a person may do Services are not 
something tangible or concrete. The help of a tutor, the advice of 
a lawyer or a doctor, the work done by railways, or domestic 
servants—these are all services. Goods or commodities, on the 
other hand, are almost always concrete, material and tangible, e g. 
land, houses, furniture, etc. They all satisfy a human want. Any¬ 
thing that can satisfy a human want is called a ‘good’ in 
Economics. 

3. Kinds of Goods : (a) Economic Goods and Free Goods. 

The most important classification of goods is as free goods and 
economic goods. 

Free goods are those that exist in such plenty that you can 
have as much of them as you like without any payment, e.g. air, 
sunshine, etc. They are free gifts of nature. Man has not made 
them nor has man to pay for them to get them. 

Economic goods, on the other hand, are those goods which 
are scarce and can be had only at a price. Most of the things that 
a man needs to satisfy his wants fall in this group. They are 
limited in quantity and are man-made things. Payment has to be 
made in order to get them. 

In Economics we are concerned only with economic goods, for 
only in their case the question of valuation or payment arises. 
Economic goods meun wealth and it is with wealth that Economics 
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deals. Thus there would have been no science of Economics if all 
goods had been free. 

The distinction between economic goods and free goods is not 
permanent. A good may be a free good today and become an econo¬ 
mic good tomorrow, or the same thing may be a free good under 
certain conditions and an economic good under others. For instance, 
air is not a free good in a deep mine ; water in a city is an economic 
good, and not a free good, because a price has to be paid for it. 

As population increases, goods which were free before become 
economic goods [i.e. goods for which a price is paid) later. Increase 
in economic goods is synonymous with increase in wealth But that 
does not necessarily mean that the people are better off. Here is 
a paradox—an increase in wealth makes the people worse off 
than before. “ Indeed it is conceivable that a country's wealth might 
increase, yet its welfare actually diminishes.’*—(Silverman ). This is 
so because many things, like fuel and water, for which the primitive 
man had to pay nothing, the modern man cannot get without 
payment. Even those things which are free goods before have been 
included in the category of economic goods or wealth and have 
become scarce. And human welfare is not increased by scarcity. 
Hence increase in economic goods does not necessarily mean increase 
in economic welfare. Tt might mean the opposite. 

(ft) Consumers' Goods and Producers' Goods. Goods can also be 
classified as consumers’ goods and producers’ goods. 

Consumers' Goods are those goods which yield satisfaction 
directly. They are used by the consumers to satisfy their wants, 
e.g. food, clothing, pen, ink, etc. They are also called goods of the 
First Order. 

Producers' Goods are those goods which help us to produce other 
goods, e.g. tools, machines, etc. They are also called goods of the 
Second Order They satisfy our wants only indirectly, because they 
produce goods which in turn satisfy our wants directly. 

(c) Material and Aon-Material Goods. Another classification of 
goods is between material and non-iuaterial goods. 

The examples of material goods are land, buildings, furniture, 
cash, hooks, etc. 

Non-material goods are various kinds of services. They are 
not tangible. But some of them are scarce and can be transferred. 
The goodwill of a business falls in this category. It can be bought 
and sold. 

(u) Transferable and Aon transferable Goods. Most material 
goods can change their ownership. In such cases, a bodily transfer 
takes place and the goods may be moved from one place to another. 
In some cases, however, actual physical transfer cannot take place, 

e.g. in the case of land In this case, no actual movement is possible, 
only ownership is changed. 

N on-transferable goods like skill, ability, intelligence, etc. whioh 

are personal qualities, caunot be transferred—only their service can 
be used by others. 
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(g) Personal or Internal, and Impersonal or External Goods 
Personal goods refer to the personal qualities; of a person i e rph 
ability and skill. They are non-material and exist ms.de him. ney 

are what he is and not what he has. 

Impersonal goods are those that are not personal. They 
-external*and^ie outside a person. They are he ha* ; e land, 

(/) Private and Public Goods Private goods are the property 
of private individuals; eg. land or buildings owned by them 

exclusivelv and not shared with others. 

Pubiic goods are those which are common to all and are owned 
bv society collectively ; e.g. a town hall, a college or a hospital 
‘ (<7) Goods can also be classified as necessaries, comforts and 

.luxuries. We shall discuss them in the next chapter. ( 

From the above classification it is clear that the same goo< 
can fall in several categories. Land, for instance, is a material go , 
At is transferable and may also be private or public good. 

GOODS AND THEIR CLASSIFICATION 

goods 


External 


lr>. things which satisfy human wants) 


Internal 


Material 


r 


\ 


1 


Transferable : 

•Clothes, 

Pencils, 

Bread, 

Money, 

Land, 

Corn, 

(*.e. all 

economic goods). 
They are scarce, 
transferable and 
■possess utility. 


Non-transfc 
Motor- 
li ence. 
Birth 

c. rtificate. 

Principal’s 

testimonial, 

Insurance 

Policy. 


-1 

Non-material 

r 1 

ruble : Transferable 
Domestic 
nervines. 
Goodwill 
of 

business, 

Patent 

Rights. 

Copyrights. 


Personal and 
Noii-transforahle 
Skill, 


Non-transferable 
Light 

Friendship, 
Beauties 
of nature. 


Ability, 

: Honesty, 
Health, 
Wisdom, 
Taste for 
beautv. 


UTILITY 


4 Meaning of Utility. Wo have seen that goods satisfy 
human wants. This want satisfying quality in a good is called 
Utility Utility means the power to satisfy want. In order to tind 
out whether a* good possesses utility or not, we : have snnply to ask 
ourselves the question : ‘Does it satisfy a human want ? It so. it has 
utility, otherwise not. If a person is prepared to pay for it, it is clear 
that he thinks that it will satisfy his want. For him such a 
•commodity will possess utility. Utility is that quality in a commodity 
by virtue of which it is capable of satisfying a human want. Air 
water, etc (free goods) and food, land, house, cash (economic goods) 
.-satisfy people’s wants, and as such they possess utility. 
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Utility is not the same thing as usefulness. A commodity- 
may satisfy a human want, but may not be useful. O.i the other 
hand, it may actually be injurious, e g. opium and poison. But, 
because they satisfy a human want and some people are preparea 
topay for them, we say that they possess utility, even though their 
consumption is injurious. Similarly, a man may have a picture 
which i3 indecent and vulgar. But if another person is prepared to 
pay a price for it, we have to admit, as economists, that the picture 
possesses utility. The term 'utility', therefore, as used in Economics, 
has 7 io ethical or moral si gnificance. A thing may be good or it may 
be bad, but if it satisfies a human want, we shall say it possesses 
utility. It is not on moral considerations that the economists decide- 
whether a commodity has utility or not. 

Utility is not synonymous with pleasure. A good, which 
possesses utility, may not give pleasure when consumed, e.g. quinine. 
But in spite of its bitter taste quinine is purchased and consumed, for 
it does fulfil a need. Hence utility is not the same thing as pleasure. 

Utility does not mean satisfaction. Utility is the quality 
in a good by virtue of which it cives us satisfaction and it is not 
itself satisfaction. Satisfaction is what we get, and the utility is in 
the thing. To say that a mango gives utility is incorrect. We should 
say it possesses utility or it gives satisfaction. A thing possesses- 
utility but it gives satisfaction. 

Utility is subjective. No commodity possesses utility in itself" 

independent of the consumer. It is the consumer’s mind which gives 

it utility. A blind man cunnot see a picture ; it has no utility for him. 

A cigarette has no utility for a non-smoker. Utility varies from 

individual to individual. Even for the same individual, a commodity- 

may possess different utilities at different times or in different places. 

A warm suit has greater utility in winter than in summer. A raincoat 

has greater utility in the hills during the rainy season. It all depends- 

on a man’s circumstances. That is why we say that utility is- 

subjective. Tt depends on a man’s mind rather than on the thine 
itself. * 

Moreover, the same thing may possess different utilities for 
different purposes. For example, water has different utilities when, 
used for drinking, bathing or washing. Further, utility changos with 
the advancement of knowledge. We may discover new uses for a. 
commodity. Many by-products such as molasses in case of sugar 
which used to be thrown away as useless, are being profitably used 
now. J 


A change in the form of a commodity may bring about a change- 

m its utility. A log of wood has not the same utility as a table into- 
which it has been converted. 

A pood may have different utilities in different hands or when 
there is a change in the ownership. When a rich roan deposits his 
.die money m the bank, it can be loaned out to someone in need of 
.t. It thus com.., to have utility that it did not possess before. In 
the same manner, when a cultivator buys land from a non-cultivatinir 
owner, its ut.hty increases. A watch has no utility in the hands of am 
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ignorant and illiterate person who cannot read it but has a great deal 
of utility for a student. From all this discussion we come to the 
conclusion that the utility of an article varies with the change in 
conditions and circumstance «. 


5. Can We Measure Utility ? The utility that a commodity 
possesses for a person depends on the importance that he attaches to 
it. A book possesses greater utility for a student than for an illiterate 
person. Utility, therefore, reflects the state of mind of a person. 
Can we measure this state of mind ? It looks as if we cannot. How 
can we peep into, or enter into a man s mind, to see how much 
utility a commodity possesses for him ? But we have got one measur¬ 
ing rod—money—which helps us here. When we are prepared to pay 
Rs. 10 for a fountain-pen, it is quite clear that we think it worth 
Rs. 10 . In other words, its utility to us is equal to Rs. 10 . The 
utilty has thus been measured by money. 


6. Forms of Utility. The main forms of utility aie : (a) Farm 
Utility. By changing the form of an article, we can give i! greater 
utility, e.g. the transformation of a log of wood into 1 piece ot 
furniture. This is called Form Utility. 

(6) Place Utility. Utility can also be increased by transporting 
a good from one pluce to another. When timber is brought to the 
market, it comes to have much greater utility than i: had in the 
forest. That is Place Utility. 

(c) Time Utility. By storing a commodity and selling it at a 
time of scarcity, wc can give it greater utility. This is Time Ftility. 

°VALUE 


7. Meaning of Value. ‘Value’ is another term which has to 
be frequently used in Economics but which creates u lot of confusion. 
In Economics, we do not use it in the some sense as we us< it in our 
ordinary speech. We often say education has great value, or that 
fresh air is very valuable. Here the term ‘value’ is used in the 
sense of usefulness. This is value tn use for which economists use 
the term ‘utility'. In Economics, the term ‘value’ is not used in 
this Kense, that is, in the sense of value-in-uso ; for Which wo use the 
term ‘utility’. 

Economists use the term ‘value’in the sense of value-in¬ 
exchange. Value of a commodity refers to the goods that ohm ho 
obtained in exchange for it. We cannot exchange fresh air lor any¬ 
thing ; its value in the economic sense is, therefore, zero even though 
it ifl otherwise so vuluable—nay, indispensable. A p< noil, on the 
other hand, has value because it can he exchanged for something ; 
wo may be able to get some ink or piece oi paper in exchange for it. 

The value of a commodity, thus, means the commodities 
or services that we can get in return for it ; it is. in short, its 
purchasing power in terms of other commodities and 
services : it is its power of commanding other things in> 
exchange. 

It ifl clear, then, that in order to have value in the market a 
commodity mupt not be a free good, for nobody will give anything 
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in exchange for a free good. One can have as much of it as one 
likes without paying anything. Only economic goodB can have 
value in the economic sense. Throe qualifications are essential for a 

good before it can have value : 

(а) It must possess utility, 

(б) it must be scarce, and 

(c) it must be transferable. 

All these three qualities are essential together. In the absence 
of any one of these qualities, a good will have no value at all. 
Nobody will be prepared to give anything in exchange for. a 
commodity which is not scarce or which does not possess any utility 
or which is not transferable. For example, air possesses utility, but 
it is not scarce. Rotten eggs may be scarce ; but since they possess 
no utility, they have no value. Hence it can have no value in the 
economic sensk. A book has utility, it is also scarce and transferable. 
It has therefore value in the economic sense. 

8. vprice. Value is not the same thing as price. When 
value is expressed in terms of money, it is called price. In 
pro-historic times, people did not know the use of money. They 
exchanged goods for other goods. This system is called barter. In 
those dnvs. the price of a commodity meant the commodity or 
commodities for which it could be exchanged. In other words, price 
and value could be used as synonyms. 

In modern times, however, goods are ordinarily exchanged for 
money. Therefore, the price of a commodity to-day means its 
money-value, i e. the price it commands in the market. ‘Price’ 
expresses value in terms of money. 

9. Value is Relative Since ‘value’ in Economics means 
value-in exchange, it must be relative. It cannot be absolute. It is 
impossible to speak of the value of a commodity in an absolute manner 
independently of something else. For example, to say that the value 
of a fountain-pen is great gives an idea of its utility only. To talk 
of the value of a fountain-pen. in the economic sense, we must relate 
it to the other things which we can get in exchange for it. Value is 
always in terms of something else. 

Value equates certain commodities, e.g. a fountain-pen may 
fetch 5 dozen pencils in exchange ; it is equal to 6 dozen pencils. It 
expresses relationship between the two commodities ; it relate* one 
to the other. Hence value is relative. A thing does not stand 
alone. When we are thinking of its value, we always think of some¬ 
thing else, in terms of which its value can be expressed whether it 
is money or any other commodity. 

Value thus is relative and as such represents an equation 
between two commodities. It is very easy to see that both sides of the 
equat ion cannot rise at the sam p time. Take the previous example** 
one fountain pen = ft doz. pencils. If the fountain pen increases in 
value, it will buy more pencils than before, which means that pencils 
have gone down in value. On the other hand, if pencils becomfe 
more valuable, less than 5 dozen will be needed l to buy a fountain 
pen. This means that the value of the fountain pen has gone down. 
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Thus if one thing goes up, the other thing comes down m value. 
Both cannot go up or come down at the same lime. Thus there 
cannot be a general rise or fall in value. 

But there can be a general rise or fall in prices. We see 
such a rise in prices nowadays. The price of everything has gone up 
at the same time. But here we are looking at one bide of the 
equation only, the goods side, and not the other, the money aide. 
Goods have lone up in value, Me n.oney has con. down ,n value. 
Thus all prices have risen, but all values have not risen. 

Hence we can conclude that there can be a general rise in prices 
but there cannot be a general rise in valwg 

WEALTH 

IO Meaning of -Wealth. Wealth is another term which 
requires'clear understanding. The term ‘Wealth causes a lot of 
confusion in the mind of a beginner in the study of Economics. This 
is due to the fact that ‘wealth’ in Economics is used m a sense 
different from its use in the ordinary speech. 

In ordinary language, ‘Wealth’ conveys an idea of prosperity 
and abundance ■ it means riches, property, etc. A man of wealth, as 
ordinarily understood, is a rich man, i.e. one who is prosperous 
But in Economics every man, even the poorest of the poor, possesses 
some wealth, as we shall see presently Further, in the ordinary 
speech by ‘wealth’ people mean money. But in Economics money 
is P uot the only form of wealth ; anything which has value is wealth 

in Economics. . 

In Economics the term ‘Wealth’ is synonymous with 

economic goods. Economic goods are scarce and command a price 

in the market. Tf . . 

But scarcity alone does not make a good wealth II . « « 

useless thine, a rotten egg, nobody will pay anything for it ; nobody 
would like to have it; it will not be wealth. A 'good cannot he 
wealth by itself apart from man and Ins wants. H is wealth only 
man needs it and uses it. Therefore, besides being scarce, a 

commodity must have utility ; it may not be Tf 8 nro^i led it 
Even a harmful thing will bo regarded as wealth provided it 

possesses utility and can satisfy a want. Further, the idea of owner• 

K is also present in wealth. This means that unless an article 

can P be owned and is capable of being transferred from one owner 

another, it cannot be regarded as wealth. 

Thus there are three attributes of wealth, as in the 
case of value: Utility, Scarcity and Transferability. If 
you want to hnd out whether a good is wealth or not, ask yourself 

these three questions :— 

(1) Can it satisfy a human want \ 

(2) Is it scarce t 

(li) Is it transferable ? 

4 If the answer to all these three questions is in the aflirmutive^ 
it is wealth. A negative answer to any one ot these questions wiir 
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-exclude it irom the category of wealth. For instance, if a thing 
possesses utility but is not scarce and vice versa, it is not wealth. It 
must be both scarce and u9eful if it is to be called wealth. 

Applying these tests, we find that money, land, buildings, 
furniture, machinery, clothes, gold, silver, goodwill of a business, m 
fact all goods, material and non-material, which are objects ot 
human desire, which are scarce, and which can be bought and sold 
in the market, are wealth. 

Documents of title like bills of exchange, bills of lading, 
documents of property and insurance policies (up to surrender value) 
are also wealth. They are valuable because they represent titles to 
property. Hence they are sometimes called Representative 

Wealth. 

But free goods like fresh air, water and sunshine are not wealth 
unless they become scarce as in big cities. 

Personal qualities like honesty, skill, ability and intelligence too 
are not wealth. They are a source of wealth but are not wealth in 
themselves, because they are not transferable. A surgeon’s skill is 
not wealth though it brings him wealth. 

In the same manner, the oceans, the Gulf Stream, the sun, the 
moon, etc. are not wealth because they cannot bo owned. 

Human boings are not wealth, unless they happen to be slaves. 
As such they are the property of their master and can transferred. 

11. Money and Wealth. Money is wealth as defined above— 
it possesses utility ; it is scarce and it is transferable. All money 
is, therefore, wealth, but all wealth is not money as wealth is 
understood in the ordinary speech. Wealth takes so many forms ; it 
consists of all kinds of property and money is only one kind of wealth. 

12. Wealth and Income. Income is what wealth yields. A 
man may possess a lot of immovable property. It may be worth 
Rs. 2 lakhs. This is his wealth. But how much does he get from 
it in a year ? Perhaps Rs. 10,000. This is income. Wealth is a 
fund and income a flow. 

13. Wealth and Welfare. Wealth and Welfare are very 
closely inter-related. Wealth is the means and welfare the end. 
Economics studies wealth and not welfare because there is no general 
agreement on what welfare means. The idea of welfare varies from 
individual to individual, from time to time and from country to 
country. Wealth, on the hther hand, has a definite meaning. 
Economics makes wealth as its subject-matter because wealth happens 
to be a convenient measure of human motives. Wealth is not studied 
for its own sake. 

Wealth in general promotes welfare. If a man happens to be a 
rich man, he will be able to live well himself and may also help others. 
Wealth thus promotes welfare. Wealth is the means and welfare 
the end. There is no doubt that wealth can be used~to make people 
happier and more comfortable. Poverty is a great curse and root of 
many evils. But wealth promotes mental, moral and physical 
well-beiug of the people. 
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But what is regarded as wraith by economists may not 

zsts r=sx=:'"3-~ ■ * 

ethical or inoral meaning is attached to it. 

„ ot JEE xzzip z 

“ :« h p“^e ieSor 

.society. 

Thus wealth and welfare are not synonymous under all crcum- 
stancee But on the whole, wealth is a powerful means of promoting 

human welfare. 

.4. Classification of Wealth. Wealth can be classified as 
follows: 

m Individual Wealth. The wealth of an individual consists of 

IVet 6 Butwe'donotlnctdeTn wcllth Ins personal qualities like 
-sktll and intelligence, for they are not saleable. We also deduct the 

money he has borrowed and has to pay back. 

(it) Personal Wealth. Personal qualities like skill, ability and 

intelligence are not wealth as explained above. They are give - y 

the courtesy title of personal wealth. . f 

liii) Social or Communal Wealth. It consists of State a d 

Z23&SS J &SSg*£ 

libraries, museums, etc. , , . 

(tv) National Wealth. The term ‘national wealth may be 'i.«l 
in two senses : a narrow sense and a wide sense. Narrowly speak. g. 
it consists of the aggregate wealth of all citizens 0 ^ 

•debts duo to one another. Here wo use the term 

with ‘economic goods. Such things cannot bo called wealth 

strict economic sense. , . 

(„) Cosmopolitan Wealth. It is the wealth of the whole wo-Id 
a sum-total of the wealth of all nations. It ...eludes the wealth of 
all countries in the strict economic sense as wel as rivers 
and all other natural resources which are regarded as wealth the 

'wider sense. 
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(ft) Negative Wealth. This refers to debts owed by individuals 
or States. If eomethiDg is a nuisance, say wild pigs damaging the 
crops, it may also be regarded as negative wealth. Our sugar factories 
sometime back had to incur a lot of expense in getting molasses 
removed from their premises ; in those circumstances molasses were 
negative wealth. 

The various forms of wealth can be represented as under:— 

FORMS OF WEALTH 


Individual 


Wealth 
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Social 


r- 1 

Material Non-material Museums 

1 -1 . 

Pro- Skill Parks 

ducers’ 

goods Health Libraries 
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individuals- 
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Climate 
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Law 

and Order 
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1 

Winds 

nations 
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Con- 
t eumera 
goods 

Food 

I I 

Furniture Machinery 

Bills of 
exchange 

Having made ourselves familiar with some of the important 
terms used in Economics, we shall now proceed with a detailed study 
of the different departments of Economics, viz. Consumption, 
Production, Exchange, Distribution and Public Finance, one by one. 

WHAT THIS CHAPTER HAS TAUGHT YOU 

✓ Goods. All things that can satisfy human wunts are called goods. 

Kinds of Gcr.ds. Free. Goods, e.g. uir, sunshine, water, etc. They are free- 
gifts of nature. 

Economic goods, e.g. money, land, buildings, furniture, cloth, etc. They 
are limited in quantity and can be had on payment only. 

The distinction between these two is not permanent. A free good under 
certain circumstances may become an economic good under others. 

An increase in economic goods does not necessarily mean an increase in¬ 
human welfare. 

Consumers' Goods, e.g. food, clothing, houses, etc. 

Producers Goods, e.g. tools, appliances, machinery, etc. 

Material Goods, e.g. cash, clothes, houses, furniture, etc. 

Eon-material Goods, e.g. goodwill of a business. 

TransjcrabU Goods, i.e. those which can be transferred or sold, e.g. land,. 
hou809, motor cars, tools, etc. 

Noii-transferable Goods, e.g. personal qualities liko skill. 

Personal Goods, e.g. skill, ability, intelligence, etc. 

Impersonal Goods, i.e. any form ofnLui’s material property. 

Z T '™ te r ? 00 , d *' *- e - those which arofflie private property of individuals. 

\ I ublic Goods, e.g. Government or Municipal property. 

Utility. It is the want-satisfying power of a community. Utility is not 
the^arne thing as usefulness. A thing may be injurious but may stiil possess* 
u , , y. 
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Utility is not the same thing as pleasure. A thing may be bitter in taat* 
like quinine, but may at ill possess utility. 

Utility does not mean satisfaction. Utility is possessed by a thing out of 
which we get satisfaction. 

Utility is subjective. It is different for each individual. A cigarette has 

utility for a f-mokor and not for a non-smoker. 

% 

Utility also vanes with a change in phve, time, form and ownership. 

Howto measure utdity. Although utility is subjective and is in the rnind 
of the consumer, yet it can be measured by the amount of money he is prepared 
to pay for the thing. 

Forms oj Utility. Form Utility, Place Utility and Time Utility. 

V- Value. It means value-in-exchange and not value-in-uso. The value of 
a commodity means the other commodities or services that it can command in 
exchange for itself. 

In order to have value, a commodity must possess (t) utility, (if) must be 
scarce, and (fii) must ho transferable. 

- "Price. Value expressed in terms of money is called price. 

Value is Relative. It expresses relationship between two commodities. It 
is always in terms of something else. 

There cannot be a gene ml rise in value", though there can bo a general 
rise in prices. 1 hi- is so because value is relative. If oi,e thing goes up, the 
other irilist, come down. All price* can go up because it means that the value 
or purchasing power of money has cornu down. 

Wealth It is synonymous with economic goods. The three attributes of 
wealth are :— 

(<> Utility, (//) Scarcity and (i'i) Transferability. Free gooils are not 
wealth ; personal qualities too are not. wealth cither. 

Moor I and Wealth . All money is wealth hut all wealth is not money. 

Wealth and Income . W ealth is a fund, in< oino a (low. 

Wealth and Welfare. Wealth generally promotes welfare. But it may 
not always do so. Many harmful things are also regarded as wealth, I he twr> 
are not synonymous. 

Classification of Wealth : 

Indirulnal Wraith. It is tin* wealth of art individual ; personal qualities,. 
e.g, 9 intelligence and his debts arc excluded. 

Personal Wealth, r.g„ ►kill, intelligence, etc. 

Social Wealth, c.j. 9 Government and Municipal property. 

National Wealth is wealth of the wliol** nation ; it is tic* sum-total of rh* . 
wealth of all individuals. In a wider scum*, it includes climate, mountain*,, 
rivera, etc. 

Cosmopolitan Wealth is the wealth of the whole world. 

Negative Wealth, e. <j , debts or something which is a nuisance. 

S / CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. In what sense is the term 'goods' used in Economics ? Distinguish betireetu 

(a) economic good i and frf • goods (Oj mater ml goods and hon-mot* rad goods. 

[See Rees. 2 and W.j 

2. Define the term 'utility* as used in Economics. I Docs a harmful thing like 

alcohol possess utility / dire reasons. ^ [Soe See. IJ 

3.1 What do you mean by Utility ? Distinguish between ;— 

^ (a) Utility and Usefulness. 

( b ) Utility and Pleasure. ♦ 

(c) Utility ami Satisfaction, [See Sec. 4.J 

t What is meant by *viiluP in Economics ? Distinguish between value-in- 

exchange and value-in-vsc and price, Qlxj lain why coal, which jfosscsses infinitely 
greater utility than diamonds , has less vbiucX (See Sec. 7.] 
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Di.tingui.lt between vnlue-<n:K and 'f"e-in-e^m,e. Mu,, a canwM^, 
have value-in-uee to have value-in-exehange 1 (Vital Inter- ArU. 1900 

(Value doe. not depend on utility alone It also depend, on s^rotty. 
Diamonds ore rare as compared with coal, hence of much greater va .) 

5. Explain the terms — 

(<) Value~in*use. 

(ii) Value-in-exchange. Secs. ? ^ g.j 

(%%%) Price. L . 

6. What do you understand by the term •value ’ f Can you see any difference 
in the vsi oj this term in the following sentences : 

(а) There is nothing more valuable than a good friend. 

(I>) The value of air for human life is immense. 

(c) Values have been rising recently due to war. 

(d) Cold has more value than silver. * [For definition of value See Sec. t .] 
[(a) Valuable bore means -dear’ or ‘worth having’. 

The term value is not used here in the economic sense. 

(б) Hero value means value-in-use, i.t. % utility. 

(c) Hero valuo ia used for ‘price’. 

(d) This is the proper use of the term, it means value-in-exchange.] 

7. Explain : * Value is relative'. Show why there cannot be general rise tn 

value, though there can be general rise in prices. [See See. 9 J 

8. Explain the. term 4 Wealth' as it is understood in Economics. 

' (Rajputana 1941 ; Delhi 1933) 

Distinguish between Wealth, Capital and Income. [See Secs. 10-12.] 

9 What is meant by wealth in Economics f Is money wealth ? Give reasons 
for your answer. t^ 00 Secs. 10, 11.] (Bihar 1935) 

Will you regard the follovnng as wealth t 




(i a) Love for the country. 

(6) A surgeon's skill. 

(c) A professor's ability 

(d) Weekly wages of a worker. 

( c) College building or Town Hall. 
</) -1 rupee coin. 

(p) Mahatma Gandhi's autograph. 

(h) A war medal of lead. 

(i) Life insurance policy. 


No. 

No. 

No. 

1 1 is income not wealth. 

It ia social woalth. 

It ia wealth. 

Only if Mahatma Gandhi charges 
a pri o and it can be sold. 

No. 

Yea, to the extent of its surrender 
value. 


(j) War Bonds. Woalth for the individual and 

negative wealth for the nation. 

(/;) Tickets for a wrestling match. Yea. jou got a service in return. 

10. Dr fine wealth. .4r#» the following wealth ? (a) Ganges water (6) A five* 
rupee note (c) Sweet voice of a musician and (d) The Taj Mahal. 

(Vtkal Inter. Arts , i960) 


11. nenv will the wealth of India be affected by the following ?— 

(a) The Government issues a uar loan. 

(b) The Government issues a development loan. 

(c) Government fays interest by raising funds by taxation . 

(ci) The Government pays off a loan . 

[(a) Wealth is transferred from the public to the Government. There 
ia no increiiso. But it is used for destructive purposes. Hence 
the woalth of tho community i9 decreased. The bondholders will, 
of course, got thoir monoy and the Government will pay them by 
taxing tho peoplo. 
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(6; This will .-route more wealth by the development of trade and 
industry. 

(c) No increase in wealth. It is mere transfer from ttio lax-pater to 

the bondholder. 

( d ) The same as (c).] 

)2. Define Wealth and distinguish between hulioidual Wealth , Collect ice 
C Wealth and National Wealth . (See Seed. 10 and 11.J (CM. 1913) 

13. “Ill fares the land to hastening ill * « 

TK/icre wealth accumulates and men decay. 


Do yon agree with the poet / 


Or, 


•'hierrtue in Wealth is not necessarily synonymous with increase of welfare." 

Discus*. rSeoSec. 13.] (0’.U. 1939) 

II. What arc the attribute* by which you distinguish wraith from good'* 
JSxplain whether the following things are wealth :— 

(. 1 ) Tea gardens of Assam. Yes. they are individual wealth. 

(6) Your college, library. Social wealth. 

(c) The Brahmaputra river. National wealth in a wider sense. 

Id) Your fountain pen. Yes ; individual wealth. 

[Seo Sees. 10 and 14.] {Oaultah 1)53) 

Clb, Fill in th'-following blanks by using one of the words yi’ en in bra -ken 
•tijainst each statement and give reasons in support of your answer : 

(i) Goods have great . lvalue-in-use. value-inexchangs). 

(it) Water is . good (economic,free). 

(Hi) K olid os'.s works are . wealth (personal, social, international). 

( iv) Sand on the sea shore is not wealth because ii does not posse** . 

(utility, scarcity). 

(v) Mr. A's ability is his . wealth (personal, individual). 

(vi) Price is . expressed in terms of money (utility, value). 

(vii) A surgeon's skill is not wealth because it does not have . (utility, 

transferability). 

(,/iii) The. Bhakra Dam is . wealth (inl'oidaal. international, social'. 

(ix) The goodwill of a business is a . good (material, non-material). 

(*•) AH . rose during the war (calues, prices). 










CHAPTER IV 

HUMAN WANTS AND THEIR SATISFACTION 


Your wants are the beginning as well as the end of Economics ! 

I. Introduction. “Man is a bundle of desires.” His wants- 
are infinite in variety and number. Some ot his wants are organio- 
and natural. He must have some food to live, some clothing to cover 
his body and some sort of shelter to protect himself against the 
inclemencies of weather, and also against his enemies Without these 
things man’s life would be impossible. 

But a civilised man is not satisfied with the bare necessaries of 
life. Even when the problem of bare existence has been solved, the 
struggle of life remains as keen as ever. The struggle now is tor the 
comfort and joy of life. As man becomes more civilised, his wants 
multiply. He wants hotter food, fashionable clothing, a comfortable 
lodging, and so on. 

All people do not have the same wants. Wants vary from 
individual to individual. They are relative to one's social and 
economic position. They are also the outcome of one's education, 
temperament and tastes. The modern man is the product of a long 
process of evolution which is rellected in his endless and ever¬ 
growing wants. 

How wants arise. The origin of wants can he traced to 
three main sources :— 

(«) Our primary wants are derived from our natural instinct*. 
Our body is so made that it must have food and water at regular 
intervals ; it needs clothing and shelter to protect itself. These wants 
we have in common with animals. 

(h) Over and above these primary wants, we have many others, 
w hich arise from our economic and social position. We do not live- 
alone. We arc all members of an organized society and live with 
other fellow human beings. As such we have social obligations and 
have to live up to the expectations of tbo people around us. In the 
matter of dress, in the observance of social customs, in the locality 
we live in and even in the matter of what we eat and how we eat it, 
we arc intluenced by other people's opinions and ideas. In t hese and 
such like matters, we cannot exercise our independent judgment. We 
would like to do what others expect us to do. 

(c) Another thing that creates wants in us is advertisement and 
propaganda ot the producers. Wo often see that a persistent and 
•loverly conducted publicity campaign creates in us a desire to possess- 
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■things, which we do not require hut which the manufacturers have 
placed in the market. We are bombarded on all sides with advertise¬ 
ments. We are told that we must have a part icular food at breakfast; 
we must wear particular shoes in a particular season ; wo must use a 
certain pen, and so on. 

Dr. Dodd, an eminent American writer, thinks that each one 
of us has four kinds of wishes or desires : 


(1) The wish for recognition ; 

(3) The wish for variety ; 

(3) The wish for security ; and 

(4) The wish for a response. 

These wishes lie at the root of all economic activity. In the 
•absence of these wishes, we would have lived practically like animals. 
There would have been no need for us to undertake any work of 
economic nature. The science of Economics would not have com© 
into ejnstence. 

Characteristics of Human Wants. A careful study of 
hunumwarits has revealed the following chiel characteristics. 

■Z' (t) 11 Hindu Mint* are unlimited. We have already studied in a 
previous chapter about the insatiability of man and the multiplicity 
of human wants We shall simply repeat here that there is. no end 
to human wants. When one want is satisfied, another takes its 
place. The never-ending cycle of wants goes on. Man s mind is so 
made that lie is never completely satisfied. lie always hankers after 
more and more goods. There is no limit to his wants so long as he 
breathes. Human wants keep multiplying. 

TTTTi particular ?cant is satiable. Although wants in the 
Aggregate ore unlimited, yet it is possible to satisfy a particular 
•want, provided one has the means. If a man wants a car, he can 
Lave it and be satisfied. If lie is hungry, be takes food and the 
want is satisfied. Thus a particular want can be satisfied, il one lias 
money enough for the purpose 

y^Xiii) Wauls are complement try. Very seldom does one commo¬ 
dity by itself satisfy a want. Usually calls lor something else to 
help it. If we want to write a letter, we must buy a pen as well 
ink and paper. The pen alone is not enough. 

It is a common experience that wo want things in groups, 
single article out of a group cannot satisfy our wants by itself, 
needs other things to complete its use. Thus a motor-car needs 
petrol and mobil oil before it starts working, shoes need laces, and 
eo on. Wo conclude, then, that wants are complementary. 

^f{iv) ants are competitive. Not only arc wants complementary, 
ire lire also competit ive. One commodity competes wit h another 
*for our choice. We all have a limited amount of money at our dis¬ 
posal, whereas we want so many things at the same time. We 
V «annot buy them all. We must, therefore, choose between them by 
accepting some and rejecting others. Thus there is competition 
between the various things that we could buy. 


as 

A 

It 



INTRODUCTORY ECONOMICS 


38 

r^Xls) Some wants are both complementary and competitive. Machi¬ 
nery competes with labour. A manufacturer can, to some extent,, 
substitute one for the other. But they also go together. Both of 
them are used in factories. Thus they not only corapet©\ they also 
complement each other. 

£ f^vi) Wants arc alternative. There are several ways of satisfying 
a particular want. II you feel thirsty, you can have soda , sharbat or 
lassi in summer, and tea, coffee or hot milk in winter. There are 
different alternatives open to us. The final choice depends on their 
relative prices and the money at our disposal. 

7 -j'v(m) Wants vary with time, place and person. Wants are not 
always the same nor the same with every one. Different people want 
different things and the same man wants different things at different 
times and in different places. 

^ (wit) Wants arc influenced by salesmanship and advertisement. 
We do not always buy the things we need. We are often induced 
to buy particular brands by persuasive salesmen or clever advertise¬ 
ment even though better alternatives may be available. 

\ J^(ix) Wants vary in urgency. All wants are not equally 
urgent. Some wants arc more urgent than others. These are 
generally satisfied first, while others are postponed. 

"'•V' {gc}' Wants change into habits. If a particular want is regularly 
satisfied, a person becomes used to it and it grows into a habit. He 
must then use that particular commodity regularly. That is how 
young lads often become confirmed smokers. 

A CX.ri) Wants arc the result of customs or convention. Custom still 
rules the world. All of us, whether living in villages cr towns, are 
slaves of custom, more or less. Many of our wants are conventional. 
They are dictated to us by society. Whether wo like it or not, we 
have to spend lot of money on social ceremonies. 

The characteristics of wants need a close study as they give' 
birth to some of the most important laws of the sciencoof Economics. 
For instance, the fact that any single want is satiable leads to the 
law of diminishing marginal utility which says that everj’ successive 
uuil ol a commodity consumed bus less utility. Again, the competi¬ 
tive nature of wants has given us the law of substitution. Some of 
tho other characteristics of wants, that thoy become habits and run 
in groups, led l>r. Engel (a German thinker) to lay down his law of 
family expenditure which we shall study later. 

•1- Classification of Wants. The commodities and services 
that, we want are generally classified as necessaries, comforts and 
luxuries. Let us consider them one by one. 

\>) Necessaries. Necessaries may be further sub-divided as : 

(«) Accessories of hxislcuce. These are the things without 
which we cannot exist, e.g., a minimum of food, clothing and shelter. 

(b) Accessaries oj Lflicitncy. Such goods are not necessary to 
enable ns tu live, but are necessary to mukc us efficient workers. A 
table and a chair are nece^aries of etiicioncy for a student. Having 
fcheso " ‘II be able to read and write better. 
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(„) conventional Necessaries. These are the things which we 
are forced to use either by social custom or because the people around 
us expect us to do so. It is clear that we cannot dress ourselves in 
a strange fashion. We must dress according to our station in life. 

The term conventional necessaries is also applied to 
tion of things like tobacco and wine to winch people sometimes get 

,C («) Comforts. Having satisfied our wants for-the “cessariM 

of life, we desire to have some comforts too. For a st V ' . b , 

is a necessity • a table and a chair are necessaries of efficiency . 

1 “riv: 

MX and ’XiU 

from the latter is greater. 

(«i) Luxuries. Man does not stop even at comforts. Alter 
comforts have been provided, lie wants luxuries ^ Luxury» 
been definerl as something superlluouSl something 

. rhea-are all luxuries.. They are unnecessary and one can lead a 

healthy and useful life even without them. 

Monev spent on comforts brings some compensation, "hile tne 
expend onlJuriee brings negligible return. On the contrary, there 

may be a positive loss or harm. ^ n A.*mn 

- Can we iustify Luxuries ? There are people who condemn 

wSe “ThTn them am social JS^tiT. which, compel us t^ 
Luxuries are advocated on the following grounds 

(а) Production of articles of luxury creates ^ 

good for the trade and industry ot a country, 
social service, besides providing enjoyment for a lew. 

(б) Expense on luxuries transfers wealth from^he k o rii 

the active and useful members of society who bad!y need t and 

make a more profitable use of it. ™. uan^of weal b ^ good 
for society as it brings about a more even distribution ot wealth 

(c) The production of luxury goods adds to the s 
workers. Luxury articles require art and skill to produce ’ 

(d) The desire for luxuries acts as a stimulant to >o . 

of new inventions, new labour-saving devices and now type o g 

It thus makes for technical and industrial progress. 

(e) The use of luxuries is beneficial to society as it makes people 

refined, cultured and aesthetic. 

There is undoubtedly a good deal of force in these arguments. 
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All expense on luxuries, therefore, cannot be condemned. No rigid 
rule can, however, be laid down. Much depends on the form that 
the expenditure takes. There is no doubt that some of it is harmful 
to the individual and is undesirable from the social point of view, 
e.jmoney spent on dances and drinks. Besides, we cannot agree 
that employment can be increased, inventions can be stimulated 
and technical and industrial progress brought about only through 
the production of luxuries. Instead of buildiDg a luxury palace, if 
a Maharaja builds a sugar or a textile mill, all these aims will be 
much better promoted, and there will be more sugar or cloth for 
the poor. 

Expense on luxuries does not add to human welfare. All that 
can be said is that some of it is harmless while a good deal of it is 
positively harmful. In any case most of it is a waste. 

6. What is Waste ? Let us understand clearly what waste 
means. In determining whether an expenditure is wasteful or not, 
we have to weigh the benefit obtained and the money spent. A man 
.goes to the races. He loses Ks 1,«»00. If he thinks the pleasure 
that lie has derived from seeing the races and the thrill of gambling 
fully cover the loss, it is not waste from his point of view. The 
•expenditure is economically sound so far as he is concerned. Nor 
is it waste from the social point of view. His loss has been some¬ 
body else’s gain. But if his loss of money has curtailed his resources 
and he feels that the fun was not worth it, it is certainly a waste. 

Expenditure is wasteful from the social point of view, if the 
return of labour and capital used is less than it would have been if 
the money had been used in some other way. There is waste when 
individual saiisf iclion is not proportionate to the social resources 
used up. 

7. Necessaries, Comforts aud Luxuries are Relative 
Terms. It is necessary to remember that we cannot attach 
permanent and fixed labels of necessaries, comforts or luxuries to 
commodities. We cannot say that a car is always a luxury and thav 
a shirt always a ‘necessary’. The same thing may be a ‘necessary 
under one set of conditions and a luxury under others. To a college 
student, a certain typo of dress is necessary, whereas for a villager it 
may bo regarded as a luxury. A car may be a luxury for a person, 
living in a small city ol short distances but for a busy official or a 
doctor in a large city it is necessary. 

The luxuries ol yesterday have become the conventional neces¬ 
saries of today. This is a natural consequence of rising standard of 
living and growing prosperity. The amenities which wore enjoyed 
by higher classes in the past are considered necessary by the working 
classes of today. 

In the same manner, what may be regarded a luxury in India 
may be a necessary in England. Overcoats or electric heaters are 
luxury here and a necessary there. # 

We may thus conclude that goods are necessaries, comforts or 
luxuries according to the climate, country and the people we are 
considering. They are relative to person, time and place. Nothing 
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can be considered as a luxury or a necessary for ever and fur every 
person without reference to these conditions. 

8 1 The Order in which Wants are Satisfied. Ordinarily 
the answer would be : necessaries fir^t, comforts next, and luxuries at 
the end. It is alsoa very reasonable course to adopt. It is the *av 
of wisdom to satisfy one s essential wants first and then think ot 

•comforts and last of all luxuries, if we have resources. 

But in actual practice, things are not so simple. People do not 
always behave in a logical manner. Some consumers have not the 
sense enough to -see what is necessary for them It is onl;, alter 
they have wasted some money that they realise how extravagant 

they have been. 

When making choices they are often misled by clever advertise* 
•merits as well as by a false sense of duty to relatives and dependents. 

Ordinarily, however, more urgent wants will claim a consumers 
attention.first. 

9. Standard of Living The phrase ‘standard of living* is 
.a vague one. Jt is very difficult to define it in precise terms. 
Nevertheless there is a reality about it. P.*» r lo have in their minds 
•quite a fair picture of their standard of living. If they find that 
this standard of living is threatened, they may even resort to direct 
action*. Recently the hank employees in India decided to go on a 
strike when they feit that their wages did not ensure the maintenance 

of their standard of living. 

'Standard of living’ refers' to the necessaries, comfoits and 
luxuries which a person is acens'omed to enjoy. We know that > a 
person satisfies some wants in a particular manner long enough, they 
recur and become habits lie mini have those commodUas and 
services, otherwise lie does not feel happy. Such things bccomt us 
■daily icquirements and constitute what has been called his standard 
of living. They include Ids fool, dress. hmi*e amusements, etc. 
•Standard of living is. in short, his mode of living. 

A child is born and brought up to a certain standard But this 
family standard is not a constant thing. It is raised or lower*. < 
when the child grows up into a man and starts earning lor hunsc t. 
But his early life, education, tastes temperament, ambition and the 
social circle in which he moves—all imhicnee it As these chanye, 
iiis standard ol living changes too. 

It is clear then that the standard of living of a person is not 
•determined only by himself or according to Ids own whims and 
desires. He has also to consider what society expects of him It is 
thus a compromise between what he himsell likes and vhat the 

-society expects. 

Further, the standard of living of an individual is not merely 
Ids own concern. He is a unit living in a social group Now tho 
stundurd of living of a gioup or nation has an important inllucnce on 
its total production. Ill-fed and ill-clad labourers would certainly 
be less efficient. 
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. if f ^ da ci d ot°h MoTor 

theJwould be produced. This would increase the welfare of%octet r 
os a whole and the efficiency of labour in particular. 

The standard of living in a country determines its political and 
economic organization, industrial efficiency and economic progress. 

,o. Standard of Living and Standard of , L ^ e n £^ 

is sometimes made between standard of living and standard of life. 
.Standard of living, as we have already explained .refers to our usua 
scale of expenditure, the goods we consume and the services we en oy. 
%andard oJ Hfe is a much wider term. It refers to one s ideals in h e 
It includes a person's expenditure on his non-material r ^ iur ®“^ nt ]e 
“Simple living and high thinking’ is a common axiom. > 

livintr” hints at a low standard of living, but, “high d f - 

to a high standard of life. Mahatma Gandhi had a low standard of 

living but a high standard of life. 

ii Engels Law of Consumption. Standard of hving of a 
family is show* by the family budget. Dr. Ernest Engel one time 
the head of the Prussian Statistical Bureau, enunciated a law in 1857 
based on an intensive investigation of a number of fam. y budgets. 
He analysed the expenditure of different classes of people and came 

to the following conclusions : , 

ft) Aa income increases, the percentage expenditure on food and. 
other necessaries of life decreases, and mce verm. When a person, 
becomes rich, he spends a smaller proportion of his income on food 
and other necessaries of life. 

(ii) The percentage of expenditure on luxuries and other cultural 
or recreational wants increases with an increase in income, and 
decreases when income decreases. It almost vanishes in the case ot _ 
low incomes. There is bound to be a greater variety in consumption 
when incomes are higher. 

(mi) The percentage of expense on reut, fuel and light is invari¬ 
ably the same for all incomes. 

\iv) Whatever the income, the peremtage of outlay on clothing 
is practically the same. 

It should he noted that tre an speaking (fthc percentage of expendt- 
tun and not the total expenditure. A rich man, of course, spends much 
more than i\ poor man on Ins food, but he certainly spends a lower 
percentage of his income on it. Almost the whole ot a poor man s 
income is spent on necessaries of life. But if his income is doubled, 
the expenditure on necessaries will increase, but it will not become 
double. 

In India, too, a study of family budgets has been made Dr. 
Harrold Mann conducted*such inquiries in the Deccan. The Board, 
of Economic Inquiry, Punjab, has also made intensive investigations, 
of the manner in which farmers, artisans and taetory hands spend 
their income in the Punjab. Engel's Law has been confirmed by all 
these inquiries although the percentages ot expenditure are slightly 
different. 
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WHAT YOU LEARN FROM THIS CHAPTER 

-« 

Ae man becomeifashionable 

anU artistic lodging. 

Characteristics of Homan Wants : 

(t) Human wants are unlimited. 

(it) Ear b particular want is satiable. 

(tit) Wants are complementary. 

(tv) Wants are competitive. tlA ,itive 

Some wants are both complementary and con petit, e. 

(ti) There are several alternatives to satisfy a want. 

/ ,.,v> Wants vary with time, place and person. 

(tnii) Wants are influenced by salesmanship and a vertisem n 

(ix) Wants vary in urgency. 

( x) Wants are the results of ouRtom and con\en to 

( xi) Wonts develop into habits. 

Classification of Wants : 

(i) Necessaries : . . , cannot live. 

(а) Necessaries vj existence t.e., things wi ‘®u * m0r0 e (Boiont. 

(б) Necessaries of efficiency, * e j\ g °° “ by 80C ial conventions 

,C) *• '« “ W ° f Xotldtoour 

(ii) Comforts —things which make us comfortable , t ley « 

<** ”‘“ y " 

Art Luxuries Good or Bad ? 

Luxuries are advocated because they 

( a \ create employment, 

transfer wealth from the rich to the poor. 

2 2dto the dexterity and the skill of the workers. 

urn mi incentive to liaid work ancJ 
(c) pr™v“d, .ga"n.t a rainy day and make . more »«“ , 

lint all these purpoaea are better nerved if money .a ml rated 

industry instead ol noing spent on luxuries. „ wlll( . v is wasted if 

What is Waste ? From the individual point of vio« t 

the satisfaction obtained is not equal to the ™oney spen not pr0 . 

From the social point of view, could be better 

portionate to the economic resources used up and .1 the resour 

uaed ©laewlioro. 

Necessaries. Comforts and Luxuries arc relative^ terms jia ft 

What is a luxury under a certain circumstance ">•*> h* b 

necessary under others. . 

Yvhat is the order in which wants arc satisfied . 

himsdf°whutfs roo^ourgent. “riTis depends *** 

education, tastes and temperament. ncct .„« lir ieH. luxuries, 

-jsr :?«Jssv=? u: 

^ onL on... d—- 

and the expectation of the BOci©t>. 
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Standard of living lias great significance for the economic progress of the 
country. It determines the extent of the market. 

Standard oj life means ideals of life. One may have a low standard of 
Jiving but high ideals of life, e.g-, Mahatma Gandhi. 

Engel’s Law of Consumption : 

(a) Percentage expenditure on food decreases as income increases. 

(&) Percentage expenditure on luxuries, comforts and amusements 
increases as income increases. 

(c) Percentage expenditure on light, fuel and rent is invariably tne same 

for all incomes. # r all 

(</) Percentage expenditure on clothing is practically the* eame tor all 

incomes. 


Discuss '/»«* characteristic* of human want*, 
want* desirable ? 


• CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

\'1. Describe the most important characteristic* of human want*, and pom* 
out their imjiortance in the theory of consumption, [See Sec. 3.] (Delhi H.S . 7960) 

(~'T % Ehow that some characteristics of human wants form the last* of tort if 
economic laws. * K- hlt ' r ' l960) 

Is t),r multiplication of 

(U. P. 1942) 

(Sue Sec. 3. If the wants multiply, economic activity will increase lead¬ 
ing to economic progress Standard of living will improve and national effi¬ 
ciency will go up. Hut for an individual to increase his wants is not always 
good, unless his income lias gone up.) 

4. Define ‘wants*. Discuss : 

(a) The. effect of circumstance on wants* 

lit) Characteristic* of want*. (I • P • Hoard 1953) 

[Sec Sue. 3 and also answer to the above question.) 

Erplain <md illustrate the distinction between necessaries* comforts and 
luxuries, dice. Indian examples in support of your answer. 

(See Sec. •!.] i Rajasthan Ere. Unin. I960 ; Delhi 1948) 

I). Show how the clarification vj wants into necessaries, comfort* and laxu* 
tie* does not prima r ily refer to article* of consumption and V'fif < according to the 
individual c nisnmer, the tim-z awl p 9 a;e. dire Indian crampD* wherever possible. 

[Sue Sec. 7] (llajputana 1945 \ 

Or 

What is the basis of this classification ? (Rajasthan Pre. (Jnir. I960) 

7. Is the consumjition of luxuries beneficial from the economic point of view f 
f s t*o Sec. • ] (.V ay* 1944) 

S. “ What is luxury for one may he a necessary for anotla r." 

Explain with ill ml ratio ns. [See Sec. 7] 

Disti nguisli between standard of living and standard of life. Mention 
some of the influence* that have form'd your standard of living . [See Secs. 9 and 10] 

10. Explain how your wants may change, in the next ten years. 

(\ou will probably get nettled in a profession and have a family. Your 
wants will change accordingly.) 

11. Have, you studied any set of family budget* f Have you notic'd in them 
some of the bur* that ham in onsamption generally follows ? What are they f 

(Delhi H.S. 1960) 
Or 

What it «i family budget .* I) •aw an a family hud jet and discuss the import¬ 
ance of the. various items m it from the jmiat of view f Engel's Law, (P, (7. 1953) 

(t atnily budget h a stutommt of expenditure of a family’s income over 
several items of expenditure. The main items included in it are food, 
clothing, fuel, housing, lighting, medicine, travelling, education, social 
ceremonies, recreation, interest payment, etc. The following is a 
typical family budget of a workman whose income is Rs. 00 per mensem): 

Fo °<* ••• .. ... ... 4f> 

Clothing ... ... ... 4 

Kent ... ... ... 5 


v.4 
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Education ... ••• ••• 1 

Medical aid ... ... ••• * 

Interest on debt 

Travelling ... ••• * 

Miscellaneous ••• ••• } 

Recreation ... ... ••• n |l 

Saving ... ••• ••• 

Total GO 


Or 

What is Family Budget? Explain its details and prepare the family budget 
of a mason earning Be. 60 per month. (U.P . Board 1956) 

12. Explain the importance of family budgets to (a) the head of the family, 
(6) a manufacturer , (c) a shopkeeper, (d) an economist, (e) a finance minister , 
and (/) a social reformer . 

13. Stale and explain •Engel's Law of Family Expenditure' and indicate 

its application to India . [Sec Sec. 11.] (P.U. 1957) 

TOPICS FOR DEBATES 

(t) Increase in desires is the cause of human suffering. 

(n) ••Desire for recognition is the strongest social motive.” 









CHAPTER V 

CONSUMPTION 
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The more we hate the less we want! 

i What is Consumption ? We have already discussed 

human wants, their Dature and characteristics. The department of 

Economics which deals with wants and their satisfaction is known 
as Consumption. 

By consumption we mean the satisfaction of our wants by the use 
of commodities and services When we take a glass of water to quench 
our thirst, we are said to consume water. While sitting on chairs in 
the class room, the students are consuming the chairs A person is 
sick ; he calls in a doctor. He has ‘consumed’ the doctor’s service. 
Whenever we make use of any commodity or service for the satisfac¬ 
tion of our wants the act is called consumption. It deals with 
wealth-usine activities of man as distinguished from wealth-getting 
activities which are dealt with in Production. Thus consumption 
deals with the satisfaction of wants. 

Consumption has also been defined as destruction of utility. Man 
cannot create matter nor can he destroy it. Matter is there in the 
world ; it will remain there ; man can only change its form. When 
a man eats a mango, he does not destroy the matter of which it is 
composed ; he has only changed its form. Formerly, it could satisfy 
a human want, is , it possessed utility ; now that want satisfying 
power is gone. In other words, man has destroyed its utility in the 
act of eating it. The mango has been consumed. 

The destruction of utility in consumption may be quick and 
immediate as in the case of a mango or a glass of milk. Or it may 
bo a prolonged and slow process as in the case of furniture. In 
both cases, utility or want-satisfying power is being destroyed. 

But mere destruction does not mean consumption. If a house 
catches fire and is destroyed, it has not been ‘consumed’ in the 
economic sense. Consumption implies the satisfaction of a human 
want. The emphasis is on the satisfaction of wants rather than on 
the destruction of utility. If no want has been satisfied, it is not 
consumption. For practical purposes, consumption means the 
spending of money income. Milk, food and other goods that we 
consume cannot be had free : we must pay for them. Consumption, 
thus, involves expenditure of income or wealth-using aotivity of man. 

2 . Types of Consumption. Economists distinguish between 
the following three types of consumption : — 
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(i) Direct or Final Consumption. I wear my shirt ; I eat a 
melon. Both these things have served tin ir purpose and arc of no 
further use. They have been finally consumed They have directly 
.and immediately satisfied me. Similarly, all other consumers' goods 

uive direct or final satisfaction. Some of them are consumed up in 
one use like the melon. Others like furniture, shirt, etc , are of a 
lasting nature and continue to be used and consumed for some time. 

(ii) Productive or Indirect Consumption Think of a sewing 
machine. We use it or consume' it. But it does not give us direct 
satisfaction. It makes a shirt for us, and shirt is what we really 
wish to consume. We consume the sewing machine only indirectly ; 
we really consume the shirt that ha? been made by it. It is thus a 
■case of indirect consumption All instruments of production give us 

satisfaction only indirectly. Their consumption is productive or 

indirect. 

t Hi) Wasteful Consumption. When a thing is accidentally 
destroyed bv fire, earthquake or flood, the result is wasteful con¬ 
sumption. But this is really no consumption for it has not satisfied 

any human want. 

We find that consumption leads to production. First we feel 
a want and then we proceed to obtain things with which to satisfy 
our want. Thus economic activity begins with consumption. But 
the thing produced must bo consumed. Hence production also ends 
in consumption. Thus consumption is both the beginning as veil as 
the end of human activity. Without consumption or anybody wanting 
a thing, the thing will not bo produced. Hence consumption gives 
the initial push to production Production starts because of con¬ 
sumption. But the purpose of production is to satisfy human wants. 
Hence consumption is also the end of production. 

3. Why do wc study Consumption before Production ? 

A commodity must first be produced before it can be consumed. 
Chronologically, therefore, production comes first. But why do wo 
produce a commodity ? A commodity is produced because some¬ 
body wants it. In the absence of a want, the thing would never 
have been produced. Logically, therefore, consumption comes first. 

The presence of a want (i.e., the desire to consume a commo¬ 
dity) alarts all human activity and results in production. Hence 
consumption reully comes first and is studied first. 

Consumption has now gained its rightful position and has been 
placed in the forefront in the study of Economics. For long it was 
kept in the background. Sufficient attention was not paid to it. 
It was not realised that the quality and quantity of consumption 
determined the ellioienoy of the p>)ple and were thus responsible for 
all economic progress. But now the importance of consumption has 
been fully recognised. Consumption now forms an important part 
of the study of Economics. 

Consumption and production go side by side. Only of a primi¬ 
tive society could it perhaps bo sai 1 that a man first produced and 
then ho sat down to consume. In a modern society, both tlieso 
processes are going on simultaneously. Wo do not sow wheat and 
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then wait till the crop mature? to start consuming. Who can wait- 
so long 1 People must be fed while crops are ripening. This is- 
possible because wheat was produced last year too, and a part of it 
was kept in stock for use in the present year. Wheat can also be 
imported and consumed in case of internal shortage 

Everybody is both a consumer and a producer. We are sometimes 
apt to imagine that consumers and producers are two distinct classes 
of people. The people say that during war consumers suffered while 
producers gained. This is misleading. The same man is a producer 
and a consumer. As a consumer he loses and as a producer he 
gains. Everybody works to earn his living ; therefore everybody is a 
producer. Everybody then spends his income ; hence everybody 
is a consumer, although he may not consume what he himself 
produces. 

4. Importance of Consumption. Modern economists rightly 
emphasise the importance of consumption. It has already been 
explained that consumption is the beginning as well as the end of all 
economic activity. A man feels a desire and then he makes an effort 
to satisfy it. When the effort has been made, the result is the satis¬ 
faction of the want. Want is thus the beginning and its satisfaction 
the end of our economic effort. Consumption is regarded as the be-all 
and the end-al] of all economic, activity. It is consumption which 
gives the initial push to production. Production thus is directed and 
stimulated by consumption. 

Not only do the consumers give initial push to production, but 
their desires govern the volume and direction of all productive 
activity throughout. If the consumers are satisfied, business prospers 
and production expands. But if the consumers happens to dislike a 
commodity or think that, its price is too high, its production will 
sooner or later come to an end. .-1 consumer is a king and his sway 
extends over the entire realm of economic activity. 

The existence of wants is the mainspring of all economic life and 
their multiplicity or expansion is the secret of all economic progress. 
Expansion of wants and economic progress go together. Manufacturers 
try to lind out better and more profitable methods to satisfy the 
consumers. This leads to the discovery of new products and new 
processes and the invention of new machines. Every economic effort 
marie to satisfy one want creates more wants. The more the wants 
are satisfied, the more they increase. “Appetite comes with eating”. 
Besides, human faculties are exercised in the effort, to satisfy human 
wants. A body ot skilled workers is built up besides successful 
busine&WMi. 

The all-pervading inllucnce of consumption can be seen in all 
branches of Economics. Consumers direct and guide production. It 
is the intensity of consumers’ desires which determines price in the 
market. Consumption thus exerts its influence on exchange also. 
Without consumption there would have been no exchange. Distri¬ 
bution i e., the flow of incomes to landlords, workers, capitalists and 
organisers, is also influenced by the consumption (standard of living) 
of each of these classes. Standard of living determines their efficiency 
and on efficiency depends their share in the national income. 
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Thus the importance of consumption cannot be over-emphasised. 
It is all-pervasive" We shall now study some laws of consumption. 

The Law of Diminishing Marginal Utility. A very 
^pm-tant law in consumption relates to the fact that as we consume 
^ commodity the satisfaction derived from its successive units goes 
on decreasing It is well-known that familiarity breeds contempt. 
The mZTmehave of a commodity the less ir e want to have more of U. It 
is the exneriencl of every consumer that as l,e goes on consuming a 
particular commodity, each successive unit yields less and lets satis- 
factbn.l In other words, at each step its utility goes on decreasing 
Th ,18 if we are very thirsty and buy a drink to quench our thirst, 
the drink will vield a great deal of satisfaction. After the consump¬ 
tion of the first drink, however, we would not h ^ e ^ it K 

because our want has been pract.cally satisfied. This is the case 

most of the commodities. ^ i , 

Dr Marshall states the law thus 
The additional benefit which a person derives from a 
given increase of his stock of anything diminishes w.th the 
growth of the stock that he has . V 

The following table relating to an imaginary consumer consum- 

ing rasnullas illustrates the law 

m (2) ( 3 ) . . 

aVo of Rasgullus Marginal Utility / otal Utility 

. 15 15 

2 13 28 

3 10 38 

; w 46 


7 0 

8 -2 50 

It 46 . . , 

Ah the consumer goes on eating rasqullus, the additional or 
marginal utility goes on decreasing. The 7th rasgulla yie d» 
additional satisfaction and the 8th and 9th have a negative ut»h y 
(see column 2). Their consumption instead of giving satisfaction. 

causes dissatialaction. 

If you look at column 3, you will find that the total utility goes 
on increasing up to a point. It also seems reasonable that the■ lit 3 
of two rasyullas should be more than that of one, an 
utility of three more than that of two, and so on. But it you 
at it more carefully you will notice that although the to_a i t It 

does increase, it increases only at a diminishing rate . Lor exar ij , 
when our friend consumes the second rasgulla the ‘nereoso in ui^y 
is 13; and when he consumes the third, the total utility 
by 10 only. Column 2 show the rate at which utility incr«wM. 
We cun see that it increases at a diminishing rate. In other 
the marginal utility decreases. . • 

Diagrammatic Representation of the Law. The law of Dimmis >- 
ing Marginal Utility can be represented by a diagram given ovei 
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OX and OY are the two axes. AloDg OX are represented the 

units of the commodity, rasgullas, and along OY is measured the 

marginal utility corres¬ 
ponding to the consump¬ 
tion of each unit. UU’ 
is the utility curve. AB 
is the utility when one 
rasgulla is taken. CD is 
the additional utility 
when two of them are 
token : CD is less than 
AB. The additional 
utilities of other succes¬ 
sive units are EF, GH, 
KL and MN. It can be 
seen that at each step 
additional utility goes on 
decreasing. At the 
seventh, there is no addition, i.e., ihe marginal utility is zero, and 
then it is negative which is represented by the shaded areas below' 
tho axis of X. 



We may distinguish between initial utility, total utility, zero- 
utility and negative utility. 

Initial Utility. It is the utility of the initial or the first unit. 
In the table given on the previous page, the initial utility is 16. 

Total Utility. Look at column 3 of tho table. It gives the total 
utility at each step. For example, if you consume one rasgulla , the 
total utility is 15 : if you consume two, the total utility is 28, and 
so on. 


'Zero Utility. When the consumption of a unit of a commodity 
makes no addition to tho total utility, then it is the point of zero 
utility. In our table, tho total utility, after the 6th unit is consumed, 
is 62. At tho seventh also it is 52. Thus the seventh rasgvlla results 
in no increase whatsoever. This is the point of zero utility. 

Negative Utility. If the consumption of a commodity is carried 
to excess, then instead of giving any satisfaction, it may cause dis¬ 
satisfaction. Tho utility in such cases is negative.,* 

U ^6. Marginal Utility. Marginal Utility is the utility at the 
point where the consumer stops further consumption of a commodity. 
That is why it is also called final utility. But where does a consumer 
stop ? If you are invited by a friend to a feast of rasgullas, you 
will stop when the satiety level is roached, t.e., when you cannot eat 
any more rasgullas. In other words, you will stop at the zero utility. 
This is the case, however, when you have not got to pav anything 
for the rasgullas. 

One does not, however, receive invitations to a feast everyday. 
A consumer has ordinarily to pay for what he wants to eat. In that 
case, ho will naturally weigh in his mind the price thut he has to pay 
and the pleasure that he gets. So long ns the utility is greater than 
the price, ho will go on consuming. But as he goes on, the utility 
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•steadily decreases. Sooner or later, n point will be reached when the 
price ami the utility balance each other. Obviously, he will stop 
eating at this point for if he goes further, the utility will be less 
-than the price, and he will be a loser. This is the point of marginal 
utility- At this point the benefit derived, is just equal to the price 
that has been paid. 


Marginal Utility may thus be defined as the addition to 
the total utility by the consumption of the last unit consi- 
• dered just worth while. Column 2 in our table gives marginal 
ntilitv at each step. If our consumer stops after consuming the 5th 
rasqulla. the marginal utility is 4. Where he actually stops will 
depend on the price of the commodity. Because if the price falls, he 
will consume more and the marginal utility will go down and vice versa. 

Jt is vjronq to say that the marginal utility in this case is the utility 
of the 5th rasqulla. All the rasgullas are alike. They cannot have 
different utilities. But because a rasqulla happens to be eaten in 
the r >th place, its utility ip loss than that of each of those taken pre- 
vt; Iv H-nce it is best to say that the marginal utility the 
utility added to the previous total when the unit, which is considered 
just worth while purchasing, is consumed. 

The margin is not fixed. It moves back and forth. If the price 
rises, we'phall stop earlier. But if it falls, we shall purchase more. 
Thus the margin is shifted. 


n Marginal Utility and Price. Look again at the table in 
section 5- Column 2 gives marginal utilities. Suppose each unit of 
marginal utility is worth one pice. This would mean that the util.tj 
of the first rasqulla is equal to fifteen p.ee. Suppose rasgullas are 
being sold at 8 nice each. Then we shall stop buying at the 4th. At 
the 3rd. the utility is worth 10 pice, whereas the price is 8 pice. 
Hence we are tempted to buy the next i.e ...the 4th but no more. At 
this point, the price is 8 pice and the utility is also worth 8 pice. 

The two coincide. If the price of a rasqulla were to fall to two pice 
each, we shall buv even the 6th. for it is at that point that the 
marginal utility and the price will be equal. 

When we pay a certain price for a commodity, it can be taken 
for granted that we think that the satisfaction is at least equal to the 
price paid. Hence we say that price measures the. marginal utility or 

that marginal utility indicates the price. 

The relation between marginal utility and price must be care¬ 
fully understood. They move together. If the price goes up, the 
marginal utility also goes up because now we buy less, and vice verm. 
The two coincide. But it is wrong to say that marginal utility 
determines or governs price. It simply indicates it. Instead of raargina 
utility determining price, both marginal utility and price are governed 

by demand and supply. # . . 

R I imitations of or exceptions to, the Law of Dimimsh- 
tne Utility. The Law of Diminishing Utility says that as we go on 

consuming more and more units of a commodity, the utility falls 
Vitli every successive unit. But this law is true only under certain 
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assumptions. These assumptions are : 

li) Similar Units. All units of the commodity must be similar „ 

If the units are not identical, the law will not apply. For instance, 
if the second mango is of a very superior quality, it will yield more 
satisfaction than the lirst. The law will apply only if the units are 

similar. 

(«) Suitable Units. The units of the commodity consumed must 
not be too small. If we are given water by the spoonfuls when we are 
very thirsty, each successive spoonful will give us more satisfaction.. 
If, however, the unit is the usual tumbler of water, the law starts 
working at once. In the case of very small units, the law applies at 
a later stage. At first the utility will, therefore, increase instead of 
decreasing. But ultimately the utility must fall if the consumption is 
increased, and this is exactly what the law says. 

(Hi) Suitable period. The unit must be taken within a reasonable 
period of time. Suppose you take your morning meal at JO a.m. and 
your dinner at 8 p.m. If you eat nothing in between, the dinner will 
probably yield even greater satisfaction than your breakfast But if 
you are asked to take another meal within an hour of the first, the 
iaw undoubtedly applies. The law, therefore, applies only when the- 
units of the commodity are taken quickly one after another within a 
suitable period of time. 

(iv) .Rare collections. The law does not apply in the case of 
rare collections. If a person has a hobby of collecting rare coins, the 
larger the number he collects the greater will be his pleasure. 

( v) Normal persons. When we discuss this law, we assume that 
ice are talkin'] of normal persons. But there are some abnormal people 
too, e.g., misers. The moro money a miser has, the greater is the 
satisfaction that he derives. The law, therefore, does not apply to 
abnormal persons like misers, drunkards, musicians etc., who want 
more and more of the commodity they are in love with. In such 
cases the consumption excites further desire. 

We may add that a change in a consumer’s income, a chnge in- 
fashion, a change in the other possessions of the consumer and some¬ 
times a change in other people’s possessions also seem to upset the 
Law of Diminishing Marginal Utility. But in reality the Law express¬ 
es a basic principle of human behaviour . It has, therefore, universal 
vpplication. 

9 . Does the Law of Diminishing Marginal Utility apply 
to Money ? It is sometimes said that the law of diminishing 
marginal utility could not apply to money. Since money can command 
an endless variety of commodities and services, there can be no end 
to a craving for money. More money will be welcomed even if a 
person has already much of it. The more he has of it, the more 
he would like to have. It would enable him to enjoy not only a 
large variety of material objects, but would also bring him prestige, 
power and distinction. Therefore, it is urged that the law of 
diminishing marginal utility does not apply to money. 

But a little thought will show that even money is no exception 
to the law. Every addition to our stock of money, however welcome 
it may be, yields less pleasure—we do not attach the same importance- 
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to it. As a man grows rich, he becomes careless in spending 
monev. He wastes it on useless luxuries which do him no good. It 

only means that a person does not attach the same importance to 

additional wealth, or that its marginal utility decreases. 1 hat is 
why the Government taxes the rich people. The richer they are, 
the higher the taxes they have to pay. The basis of the principle 
of progressive taxation is the law of diminishing marginal utility. 
Hence the law undoubtedly applies to money. 

to. Importance of the Law of Diminishing Marginal 
'Utility. As we have said above, the law of diminishing marginal 
utility expresses a basic principle of man’s behaviour. I he Jaw is 
of immense use to man in almost every walk of life . 

(1) We have seen that Government applies this law in the 
sphere of taxation. As a man’s wealth increases, he is more heavily 
taxed, for the utility of money to a rich man is less than to a poor 
man. The principle of progressive taxation is based on this law. 

(2) The law also applies to the determination of market price. 

An increase in the stock of a commodity brings a person less satis¬ 
faction ; therefore he can be induced to buy more only if he pnc 
is lowered. Thus greater the supply, the lower should be the price 
•to clear it, and vice versa. 

(3) Socialists take their stand on this law when they advocate 
a more equal distribution of wealth. The argue that excessive 
•wealth in the hands of the rich is not so useful from the social point 
of view, as it would be if this wealth is transferred to the poor. In 
the hands of the poor, it will satisfy more urgent needs. It is due 
to the law of diminishing utility that, beyond a certain point, wealth 
will have less utility for a rich man. If it is transferred to the poor, 

it will have much greater utility. 

(4) The law of diminishing marginal utility regulates our daily 
expenditure. We know that as we go on buying more of a commo- 
■dity. its marginal utility falls Having only a limited amount of 
money at our disposal, we cannot waste it on unnecessarily a large 
quantity of any one commodity. We. therefore, stop purchasing t 
at a point where the utility of money spent is equal to the utility or 
the last unit of the commodity purchased. We spent the rest ot ot 

money on other commodities. „ . . . 

ti. Law of Substitution or Maximum Satisfaction or 

Equimarginal Returns. This law is another fundamental principle 
of Economics. We have already seen that human wants are 
unlimited, whereas the means to satisfy those wants are strictly 
limited. Every prudent consumer, therefore, will try to make the best 
use of the money at his disposal and derive the maximum satisfaction. 
In order to get the maximum satisfaction out ot the funds wo 

have, we carefully weigh the satisfaction obtained from each anna 
that we spend. If we find that an anna spent in one direction has 
greater utility than in another, we shall go on spending annas on the 
former objects till the marginal utilities in the two cases are equal. 
In other words, we substitute some units of a commodity ot greater 
utility for some units of less utility. The result of this substitution 
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will be that the marginal utility of the former will fall and that of 
the latter will rise, till the two marginal utilities are equalised. This 
is oalled the Law of Substitution or Equi-marginal Returns or Equi¬ 
marginal Utility. 


Look at the following schedule : 


Units 


1 

2 

3 

4 
6 
6 

7 

8 


Marginal utility 
of orange.s 

10 

8 

6 

4 

2 

0 
_ o 

-4 


Marginal utility, 
of apples 

8 

6 

4 

2 

0 

- 2 ’ 

-4 
— 6 


Suppose apples and oranges cost one anna each. Suppose - 
further that -we have got seven annas to spend. Let us spend three 
annas on oranges and four annas on apples. What is the result? 
The utility of the 3rd orange is 6 and that of the 4th apple is 2. As 
the marginal utility of oranges is higher, we should buy more of 
oranges and less of apples. Let us substitute one orange for one 
apple so that we buy four oranges and three apples. Now the 
marginal utility of both oranges and apples is the same, ».e., 4. T&ia 
arrangement yields maximum satisfaction. The total utility of 4- 
oranges would be 10-1-8-1-6-1-4 = 28 and of three apples 8+6-4-4=18 
which gives us a total utility of 46. The satisfaction given by 4 
oranges and 3 apples at one auna each is greater than could be 
obtained by any other combination of apples and oranges. In no 
other case does this utility amount to 46. We may take some other 
combinations and see. 


We thus come to the conclusion that we obtain maximum 
satisfaction when we equalise marginal utlities by substituting] the 
more useful for the less useful commodity. We can illustrate l +hi& 
principle with the help of a diagram. 

Diagrammatic Representation of the Law of Substitution or Maxi¬ 
mum Satisfaction. 

In the two figures given below OX and OY are the two axe*. 



Along OX measure money and along OY marginal utilities. Suppose - 
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a person has 7 annas to spend on apples and oranges whose dimini¬ 
shing marginal utilities are shown by the two curves AT and OR res- 
nectively The consumer will gain maximum satisfaction it he spends 
?.M money (3 annas) on apples and OH' money (4 annual on orange 
because in this way the marginal utilities of the two are equal 
(PH=P'M'). Any other arrangement will give less total satisfaction. 

Let the purchaser spend MN money (one anna) more on apples 

and the same amount of money, N'M' (-MN) less on oranges t he 

diagram shows a loss of utility represented *1? ‘ h ® " h pw d _wM' 
LN'M’P' and a train of PMNE utility. As MN=N M and PM P " 
it is proved that the figure LN'M'P' (loss of utility from reduced con¬ 
sumption of oranges) is bigger than PMNE 0 “[‘ y f 

increased consumption of apples). Hence the total utility ot tin, 

new combination is less. 

We, then, conclude that no other combination of apples.and 
oranees gives as great a satisfaction to the consumer as when 1 M- 
P'M ,8 i.e 6 , where the marginal utilities of apples and oranges purchas¬ 
ed are equal, with given resources at our command. 

Limitations of the Law. (») If the consumer is ignorant or 
hlindlv follows custom or fashion, he will make a wrong use of money. 
Or^accoui!t°of*his^gnorance he may not know where utility is greater 
and wheJe less Or custom and fashion may prevent h.oi from 
making a rational use of money. Hence his satisfaction may not be 
the maximum because the marginal utilities from his expense can « 
be equalised due to ignorance, custom or fashion. 

(if) In the same manner, an incompetent organiser of business 
will fail to achieve the best results from the units of laud, abourand 
capital that he employs. This is so because he may not he able to 
divert expenditure to more profitable channels. 

(uii The law has obviously no place where resources am 

unlimited as for example, is the case with the free gifts of nature, 
r’rs: is no need of diverting expenditure from one 

direction to another. 

12. Practical Importance of the Law of Maximum Satis¬ 
faction This law is of great practical importance : 

(1) A wise consumer consciously acts on this law while arrang¬ 
ing his expenditure. In the words ot S. E. Thomas, ns . 

is so distributed that the same price measures equa utihtics at 
margin of different purchases.” Every person must try to .»P em L, 
income in a manner which yields him tho greatest satis ac ’ 

he will he able to do only if ho spends his money in such a manner 
as to obtain equal satisfaction from tho marginal units of tho various 

commodities he purchases. . 

(2) The law is also of great importance in production. I o 
manufacturer has to use several facto,s of product ion. He wants 
maximum net profit. For this purpose he must substitute one fa 
for another so as to secure the most economical combination. -Ue 
substitute labour for machinery, and vice versa, so that the marginal 
utility or marginal productivity of the two is equalised. In urn 
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manner, he will get most economical combination of his factors of 
production. 

(3) The Government, too, is guided by this law .n public 
expenditure. The public revenues are so spent as to secure maximum 
welfare for the community. 

(4) The law also applies in exchange, because exchange is 
.nothing else but substitution of one thing for another. When we sell 
a commodity, say sugar, we get money. With this money, we uy 
another commodity, say wheat. We have, therefore, really substi¬ 
tuted sugar for wheat. 

The law of substitution influences prices. When a commodity 
becomes scare and its price soars high, we substitute for it things 

which are less scarce. Its price, therefore, comes down. 

The law of subsitution has thus very wide application. It 
applies in all branches of economic theory. It is applicable to the 
use of time, distribution of assets in various forms and the allocation 
of resources among various uses. It applies to the money novv and 
its use in the future, t\e M spending now and saving for the future. 
The law of substitution is thus undoubtedly of great practical 

importance. 

13. Consumer’s Surplus. This is one of the most important 
concepts in Economics and needs careful study. 

In our daily expenditure, we often find that the price wo pay 
for a commodity is usually less than the satisfaction we derive from 
its consumption. In our own mind, sometimes we are prepared to 
pay much more for a commodity than we actually have to pay. 
People are often heard saying, “I would have paid much more than 
gone without it.” 

In some cases, the idea of consumer’s surplus is quite obvious. 
c.</., a post-card, a newspaper, a match-box, etc. These things are 
very useful, but they are also very cheap* We are, therefore, 
prepared to pay much more for them, if need be, than we actually 
have to pay. From their purchase, therefore, we derive a good deal 
of surplus or extra satisfaction over and above the price that we pay 
for them. This is consumer’s surplus. 

Consumer’s surplus is the excess of what we are 
prepared to pay over what we actually pay for a commodity. 
It is the difference between what we are prepared to pay 
and what we actually pay 

Consumer’s surplus-what one is prepared to pay minus what 
one actually pays. 

We can illustrate the concept with the help of a diagram as 
given overleaf. - * • 

Diagrammatic Representation of Consumer's Surplus. 

OX and OY are two axes. Units of the commodity consumed 
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0 » 


i -i _i-'—— 

2 6*5 

Units Consume*! 


.-are represented along OX and P rlce ^ n ‘ i ut, ‘‘^ a a 0 '°” w 0 ?th'of utility, 
suppose that one anna in price is 

Suppose a person buys six units YfN 

The sixth unit then is the marginal ^ 

unit. Here the price and the | I 

utility are equal. = ‘ ; , / 

i rz r% ^ \ _ j 1^ , / yl 

Now the price paid tor the = p ^ ’(•./j;'2) ?7)T V \ 

sixth unit is the same as paid for \ 

the other units. In all he spends p I 11_ 

therefore, six annas. But the tota rj j 2 5 4 5 6j[4 X 

utility of all the six unit, consumed consumed 

i9(10+8-r6+4 + 2 + l) ? 31. °r 3J consumer would have been 

annas worth. Considering th B „ t he ac tuallv spends only fi annas. 

KgeuTxtfaworth 25 annas. This , consumer s 

3UrPlU The consumer's surplus U J^f 

y .» -«. 

•consumer’s surplus. . 

Consumer's eurplus=Total utility-Total amount spent. 

ia Criticism of Consumer’s Surplus. T je eoncep ' 
consumer's surplus has been criticised on several groun< . . 

(1) It ,s said ‘^‘^^P^^rdTu'protd to de.iuct 

•imagine what you are prepa P Tt ja all hypothetical. One may 

from that what yon actually pay. a all hyp ,tne 
say that one is prepared to pay anything. Hence 

( 2 ) It is difficult to m-auure consumer s Be9i , lc9 , 

can say what they would be P ret ^*°,ufforent amounts It would 
■ different people are P re P* r ' d how P m 'nch each individual would be 
wIlhngT“H-crtle total consumer's surplus in the market 

cannot be measured. n „ knew that any such 

thing h^o on buying more and more - 

the utilities of other commodities too. conventional 

, 4 , It do,, not apply to What 

^ ^ W " tCr ^ 

,S dy, Dr. Marshall has given a detailed reply J^^Xs Vi! 
criticism. He points out that ^ ^ maI ,y amenities at 

supposed to he. A ma aI iF"?in)n:ej*.ere l !<, en to enjoy them, 
low price*. If a man r Thue V-wan earning Ra.i-00 

yarns!~ ' 
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The Law of Diminishing Utility. The more we have of n thing, the less 
we want to have more of it. “The additional benefit which a person derives 
from a given increase of his stock of anything diminishes with the growth of the 
stock that he already has.”—(Marshall). 

' Limitations of the Law. The Law does not apply unless, 

(1) the units are identical ; 

(2) the units are of suitable size ; and 

(3) the units are taken within a reasonable period of time ; 

(41 the law does not apply to rare collections ; 

(5) the law does not at'ply to abnormal persons like misers, drunkards, 
etc. Here the character of the person changes as consumption 
proceeds. 

Does the Law of Diminishing Utility apply to money ? 

Yes, the law applies to money also. Money ceases to have the same 
importance as a man becomes richer and richer. Tho principle of progressive 
taxation is based on tho fact that the law applies to money. 

Importance of the Law of Diminishing Utility : 

(1) It is applied in public finance, e g. f progressive taxation. 

(2) It is applied in business, «\e., large supply means a lower price. 

(.‘<1 A more oven distribution of wealth is advocated oil the basis of this 
law. 

(4 1 The law regulates our expenditure. 

Initial Utility is tho utility of the first unit consumed. 

Total Utility is the utility of all the units consumed. 

Zero Utility is where a unit consumed makes no addition to the total 

utility. 

Negative Utility is when instead of satisfaction, dissatisfaction results 
from the consumption of a unit. 

Marginal Utility is where it is just worth while to consume, or where the 
bonefit derived and the price paid are just equal. Price measures marginal 
utility. Marginal Utility is the addition to the total utility made by the 
consumption of a unit that is considered just worth while. 

The Law of Maximum Satisfaction or the Law of Substitution or 
Equi*marginal Returns- 

In order to get the maximum satisfaction from the limited resources that 
a person 1ms, he substitutes, in his consumption, a commodity of greater utility 
for one of less utility. In this wav, the marginal utilities of his purchases are 
equalised and tho satisfaction is maximised. 

Limitation* of the Law: Tho law will not hold good— 

(a) when tlie consumer is either ignorant or is a slave of fashion or custom ; 

(6) when tho producer is incompetent and cannot compare tho produc¬ 

tivities of the various factors of production or of their respective units ; 

(r) when resources are unlimited. 

Practical Importance of the Law: 

(1) By acting on it, a consumer maximises his satisfaction. 

(2) The businessman maximises his profit. 

(3) Tho Government promotes maximum welfare from a given amount of 
public revenue. 

Consumer’s Surplus. The excess of what a man is prepared to pay for a 
-thing over what ho actually pays is th> money.measure of consumer’s surplus. 

Consumer’s surplus=Total Utility—(Units PurchasedX Price). 

Criticism: 

(\) It is hypothetical and imaginary. 

(2) It is difficult to measure. 

(3) Consumers would exhaust it if they knejf of it. 

(4) It does not apply to necessaries of life. 
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Although the existence and extentof^iV!* 11 out 
fically proved, yet it ia not illusory. There is a reality 

the importance of favourable environment. 

Its Importance : Thinc« which vield « largo <-on- 

(1) It it important in public finance. Tl P 

sumer's surplus are fit objects for taxation. 

( 9 ) A monopolist can raise the prices of such artic les. 

Lrrxx- ---- - — - - 

money’s worth:— 

^"expenditure in .Un form of . bud,*. 

z" ■«-* «» 

You must not fight shy of higgling. 

You must know what you roa y • w h a t you should not buy. 


( 2 ) 

(3) 

(4) 

(5) 

( 6 ) 

(7) 

( 8 ) 


A. 

(a) 


NOW TRY TO ANSWER THE FOLLOWING QUESTIONS 

" , . nlion ? Will you consider the following as consumption f 

What ts const p Taking a glass of uuter from a domestic 

(a) Seeing a ^ema show ’ ,£ re ' reasons for your answers. (Delhi 1919). 

~T2; ‘direct consumption' and‘indirect con- 

sumption.’ Give three examples of eacl tion f What is the relation 

zSWhat exactly do you mean bj g £, B ^ 194 I <Sc 1953) 

between consumption an pro u vurV08 e of all productionDo you 

4 . “Consumption xs the sole end and^pu ^ f ^ _ pJJ ;9J5) 

agree ? .. n r m „rninal utility total utility and equimarginal 

5. Explain the f* nce ** f , f n q aiding the individual in the purchase of 

utility and show how th *y a?* J g (Sardar Vallabhbhai Vidyapeeth 1955) 
«(»* commodities. “ < M rt./nr. 

liM .s- {U - F,955) 

and «p.n.n * »/ ™ 

[See Secs. 5-8.] Rajasthan H.S. i960) 

7 . Give five different types of examples where the Law of Diminish .. 

Marginal Utility does not apply. Diminishing Utility («) i» 

H. Discuss the Significance Of tne l.au j [See. Sc. 10.) 

and (b) in the theory of value. ^ 

Explain the Law of^minishing Utility Xp^* '/W?> 

Economics. y • * 

., v i—. w SffOfAM 

and discuss its practical importance. d 

. ™ptt on *. pure*.* ./ ^ .,,,1 

their marginal utilities are as under ? ^ 

Chhtk. 

00 
40 

20 - - ... . 

*£& MaMk "U * or muu. 


Tea 
Sugur 
Milk 


1st 
Chhtk. 
100 
80 
00 


2nd 
Chink. 
80 
00 
43 


4th 

Chhtk. 
40 
20 
10 


5th 

Chhtk. 

20 

10 

5 
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11. Explain and illustrate the law of equimarginal utility . Draw diagram . 

JUxarnihe the scope of its application . [See Secs. 11 and 12.J 

[Rajasthan i960, XJtkal Inter . Arts 1959 Suppl ; JP.17. 795S ; Delhi H.S. 1958) 

12. Explain how the Iaiw of Substitution is useful to (a) a consumer and (b) 
to a businessman. 

13. What do yon understand by Consumer's Surplus? Mention any three 
articles from your domestic consumption in which you enjoy large consumer's 
surplus. 

(See Sec. 13. Salt, match-boxes and newspapers—those yield a large 
consumer’s surplus). 

14. Explain cleanly the doctrine of Consumer's Surplus and point out its 
main limitations. Use diagrams. [See Sees. 13 and 14.] (Bombay 1940) 

15. Explain clearly the concept of Consumer's Surplus . IPAaJ is its impor¬ 
tance ? [See Secs. 13 and 15.] (PM. 1959 Suppl.) 

16. What do you understand by consumers surplus? How can it be 

measured ? (Utkal Inter. Arts I960) 

(See Sees. 13, 14 an! 15. In valuation, consumer’s surplus helps the mono¬ 
polist in fixing price. In public finance it help9 a Finance Minister in selecting 
commodities for taxation.) 

17. From your study of consumption can you lay down a few rules for 

.apending money ? [See Sec. 16.J 
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The wish to purchase plus the purchasing power 


1. Introduction. In the preceding chapter we studied consump¬ 
tion. The consumer wants a commodity to satisfy his needs. But 
wantin'* or desiring a commodity is not ‘demanding' it. The word 
•‘demand’ has a special meauing in Economics. Since this word is used 
in Economics agiin and again, it is necessary to understand it clearly. 

2 . Meaning of Demand. In ordinary speech, the word 
demand is used rather loosely, and it is often confused with desire. 

Desire is the wish to have some tiling or to enjoy a service. But 
demand implies more than more desire. It means that the person is 
willing a id able to pay for the object h) desires. A beggar's desire to 
travel by air from Delhi to Bombay has no significance as he cannot 
pay for it. Ou the other hand a businessman's desire to goto 
Bombay by air is ‘demand’, as ho is able to pay for it, and is willing 
to do so. Demand thui meant desire backed by willingness and ability 


to pay. 

Both willingness and ability to pay are essential. If a man is 
willing to pay but he is unable to piy, his desire will not become 
demand. In the same manner, if be is ablo to pay but is not willing 
to pay, his desire will not be changed into elFeotive demand. In 
order to cham/e desire into demaud, it is essential that ho should bo 
both willing and able to pay. 

Besides, demand also signifies a price and a period of lime in which 
demand is to be fulfilled. It is obvious that a person’s demand for 
anything varios with the price at which it is offered. He buys more 
of it at a lower price, and less of it at a higher price. Similarly his 
demand varies with the period of time. A family’s demand for wheat 
ia much more for a month than for a day. 

Demand may thus be finally defined as the quantity 
demanded at a given price and per unit of time. 

3. Demand Schedule. If we write down the different quan¬ 
tities that an individual, or a group of individuals, would buy at 
different prices, we got that individual's or that group's dmiand 
aohedulo. The following is the demand schedule of a consumer of 


<milk : — 


Price 


Ro. 1 00 j«*r Boor 
•75 nP. „ 
•60 „ „ 


QuarUily Lernwdcd. 

prr dny 

Nil 

Nil 

liulf u seer 
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Price 

50 nP. per seer 
40 „ 

•»S 

ft *• 

15 ,» •» 


Quantity demand'd 
per day 
one seer 
two seers 
three seers 
four seers 


Market Schedule The above is the demand schedule of a. 
p&rticular individual. But we can also construct a market schedule- 
showing the total quantity of milk demanded at different prices in a 
market by the whole body of consumers. We can divide them into- 
three classes : ‘A’ with a monthly income up to Rs. 100, l B’ —Rs.100 
to Rs. 500 and ‘C’—above Rs. 500. We can see how much will each- 
class buy at each price, and then total them up as follows : — 


Price per seer 

Demand of 
Class C 

Demand of 
Close D 

Demand of 
Class A 

Total 


(*r* ) 

(*ry.) 


(”•■) 

Kb. 2-00 

2 

— 

— 

2 

R<*. 1-00 

5 

o 

— 

7 

75 nP. 

•> 

3 

— 

8 

«0 

5 

3 

1 

9 

50 .. 

5 

4 

1 

10 

40 ,. 


4 

o 

11 

25 ,, 

•i 

4 

3 

12 

15 ,, 

5 

4 

4 

13 

5 

o 

H 

4 h 
• 

14 

Difficulties 

in the construction of a Demand Schedule. 

It is diffi- 


cult to frame the demand schedule of an individual. It is all hypo¬ 
thetical. An individual cannot positively say how much he would! 
purchase if the prices were different. Some prices in the schedule are- 
unreal The price of milk may never be Rs. 2 or 5 nl\ per seer. 
What is the use of asking an individual how much he would buy at 
these prices To construct a market schedule is still more difficult. 
Market schedule is even more hypothetical. 

Practical Utility of a Demand Schedule. It is not possible to 

construct a scientifically accurate demand schedule. But it is true-- 
that different quantities are bought at different prices. The 
demand schedule is useful in the following ways 

1. Alter all. businessmen do make an intelligent forecast of 
the.quantity they could dispose of at higher or lower prices. Mono¬ 
polists sometimes deliberately lower prices to stimulate demand. 
Businessmen would like to know the various quantities that are likely 
to be demanded at different prices. This would help them to fore¬ 
cast profits and to arrange production. 


In order to find out the effect of different rates of taxes on 
the sale of commodity, a Finance Minister has to get the help of 
demand schedules. The calculations may be rough, but they are all 
the same useful. Imposition ol tax is bound to raise prices which 
would m turn reduce demand. The Government revenue will depend 

on how much is actually sold. Demand schedule is helpful in making 
these calcinations. 
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Demand Curve. With the help of the demand schedule of an 
individual given in section 3, we can draw the curve as shown here. 
The quantities aro measured 
along OX and prices in naye 
paise along OY. 

When the price is 60 nP. K 
a seer, the consumer purchases | 
only half a seer. We travel 
half a point on OX-axis and 
plot a point against the 60 nP. 

We plot the other points in the 
same manner, and by joining 
these points we get the curve. 

We find that the demand 
curve slopes downwards from 
left to right. Why ? We 
studied in Chapter V above 
that a consumer goes on buying a particular commodity till its mar¬ 
ginal utility and price become equal. Only by doing so will ho be 
able to maximise his satisfaction. When the price of that commodity 
falls, he must buy more to equate marginal utility and the price. This 
is so because, according to the law ol diminishing marginal utility, 
marginal utility can be brought down only by consuming more of the 
commodity concerned. When price falls, demand as measured along 
OX increases. Hence the demand curve must normally slope down¬ 
wards Only in this way can smaller price lines meet larger quantities 

of the commodity. 

It may be remarked that like the individual demand curve, we 
can also have a market curve by plotting the market demand sche¬ 
dule given above in section 3. It should also slope downwards from 
left to right because when price falls (») the old buyers will buy more, 
and («) sorpe new buyers may also begin buying. 

\y The Law of Demand. We have seen what demand 
means, and we have also studied the demand eohedule. from the 
demand schedule we know that demand varies with price. We can 
now formulate the Law of Demand This law says that demand 
varies inversely (in the opposite direction) with price, i.c. if the price 
rises, demand contracts, and if the price lulls demand extends. 
Demand increases with a falling price and decreases with a rising price. 

“At any given time, the demand for a commodity or 
service at the prevailing price is greater than it would be at 
a higher price and less than it would be at a lower price. 

The qualifying phrase ‘at any given time * is very important, for 
demand might be dilFcront at different times and under different 
conditions, even if the price does not alter. 

Exceptions to the Law of Demand. The Law of Demand says 
that demand will extend when price falls, and contract when it rises. 
But the law does not apply to the following cases : — 

(i) If a shortage is feared, more of a commodity will be pur¬ 
chased even when the prices aio rising. 




66 


INTRODUCTORY ECONOMICS 


(it) Le 33 of a good will be purchased even when the price has 
fallen if it has gone out of fashion. 

(in) When the use of a commodity is considered a mark of 
distinction or honour less of it will he purchased when its price has 
gone down and common people st-urt buying it. 

(iv) Sometimes, people are not aware of the fall in the price of 
a commodity, and they do not. buy more. 

These cases will be represented by exceptional demand curves, 
i.e. curves sloping upwards instead rf downwards. 

5. Increase and Decrease in Demand and Extension 
and Contraction of Demand. The law of demand discussed 
above relates merely to the extension and contraction of demand. 
When the dernmd changes merely became the price has changed , it is 
a case of extension or contraction. Increase and decrease are different. 

Increase and Extension. If a man buys more milk because its 
price has fallen, it is an extension of demand. But if the demand 
chnnges independently of the price, that is, a man buys more not 
becniiso the price has fallen but. for some other reason, say, due to a 
rise in his income, it will he called an increase of demand. 

Extension—More demand at less price. Increase—More demand 
at the same price or the same quantity demanded at a higher price. 

An increase in a consumer's demand signifies that ho is prepared 
to spend a larger amount of money on a commodity than before on 
account of some chances in his circumstances. 

Decease and Contraction. If a man buys less when the price 
rises, it is simply a case of contraction of duriand. But if be buys 
less irrespective of the price, it means a decrease in demand. Here, 
due to a change in fashion or other oircumstances, a consumer may 
buy )< ss of a cood even when the price remains the same or may 
continue buying the xime quantity as before in spite of a fall in price 

Contraction—Less demand at a higher price. Decrease—Less 
dcna.vd at t‘<e same price or the same quantity at a lower jirice. 

Diagrammatic lleprcnmial'>on oj Increase <n><1 Decrease, Extension and 
Contraction oj Dcrtuitul. 



PJ 

W 

P. 

w 

(J 

v-< 

C 

P 



Fig. 1 

F.xtnnPion and Contraction of Demand 


c-« 





Fig. i 

Increase and Decrease of Demand 
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Fig. 1 illustrates extension and contraction of demand., When 
'the price falls from PM to P'M', demand extends from OM to OM'. 
On the other hand, if the price rises from P'M' to PM. the demand 
contracts from OM' to OM. Here we travel up and down on 
the same curve signifying that the demand changes only due to a 

change in price. 

Fig. 2 illustrates an increase and decrease in demand. Here 
-we get entirely new curves (the dotted ones) above or below the old 
curve. It shows that the conditions of demand have changed 
altogether. Take the curve II'. This illustrates an increase or a 
rise in demand. Formerly we purchased OM at the price PM. But- 
now we buy OM at P'M price, which is higher ; we buy the same 
quantity but at a higher price. Or we buy more than before (OM') 
at the same price (KM—PM). In the same way, the lower dotted 
curve dd' illustrates a decrease in demand. 

6 . Why Demand Changes. A change in demand means an 
increase or decrease in demand, andn ot merely extension or contrac¬ 
tion of demand. Therefore, when we want to know why demand 
changes, we have to mention such factors as create new conditions 
of demand so that the demand curve either shifts upwards (as IV in 
Fig. 2 above) or it shifts downwards (as dd'). Obviously these 
factors are other than price. 

The following are the factors (other than a change in price) 
which bring about changes in demand : — 

(i) Change in fashion. When things go out of fashion, they 
■will be leas in demand, even though they may become cheap. 

(it) Change in weather. It has got the same effect as a change 
in fashion. Demand changes when the weather changes. A fall in 
the prioe of woollen clothes does not increase their demand in 

summer. 

(tit) Change in the quantity of money in circulation. If the 
quantity of money in circulation increases, the people will have 
more purchasing power. Demand will consequently increase. This 
is the position in which we find ourselves at present. There has 
been inflation, demand has increased and prices have risen. A 
decrease in the quantity of money similarly works in the opposite 

direction. 

(tV) Change in population. A change in the size or the character 
of population will bring about a change in demand. If the birth-rate 
increases in a country, more toys and perambulators will be demanded; 
•while another country with more old men will demand more walking 
sticks, false teeth and medicines. . 

(t>) Change in wealth distribution. Suppose wealth comes to be 
more evenly distributed. The demand for necessaries and comforts 
oommonly used by the poor people will increase, because the poor 
-people will be better off The demand for luxuries, on the other 
hand, will fall off. 
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(vi) Change in real income. Increase in real income means that 
things are cheap eo that with the same money income people arc 
able to buy more goods. It is not necessary that they should buy 
more of necessaries. The whole scheme of expenditure will be recast 
and the demand for commodities will, therefore, change. Some 
comforts might be added, and even luxuries. 

(vii) Change in habits , tastes and customs. Demand depends on 
the tastes, habits and customs of a community. A change in any of 
these must bring about a change in demand. For example, if people 
develop a taste for tea in place of lassi, the demand curve for tea 
will shift upwards towards the right. That is, the demand for tea 
will increase. 

(viii) Technical progress. Inventions and discoveries bring new 
things in the market with the result that old things are no longer 
wanted. Radio sets are nowadays replacing gramophones. 

(»a) Discovery of cheap substitutes. Manufacture of vegetable 
ghee has made available a cheap substitute for ghee. The demand 
of pure gheo has consequently decreased. 

(r) Advertisement. A clever and persistent campaign of adver¬ 
tisement may create new types of demand. This is the case with the 
demand for patent medicines and toilet accessories. 

7. Elasticity of Demand. VVe have seen that demand 
extends or contracts respectively with a fall or rise in price. This 
quality of demand by virtue of which it changes (increases or decreases ) 
when price changes (decreases or increases) is called Elasticity of 
Demand. Elasticity means sensitiveness or responsiveness of demand 
to the change in price. In short, changing of demand with the change, 
in pries, is called elasticity of demand. 

This change, sensitiveness or responsiveness may be small or 
great. Take the case of salt. Even a considerable fall in its price 
may not induce an appreciable extension in its demand. On the 
other hand, a slight tall in the price of oruuges may cause a 
considerable extension in their demand. That is why we say that 
the demand in the former case is ‘inelastic’ and in the latter case 
it. is ‘elastic’. The demand is elastic when with a small change in 
price there is a great change in demand ; it is inelastic or less elastic 
when even a great change in price induces only a slight obauge in 
demand. 

“The elasticity lor responsiveness) of demand in a 
market is great or small according as the amount demanded 
increases much or little for a given fall in price, and dimi¬ 
nishes much or little for a given rise in price.” —( Marshall) 

But the demand cannot bo completely ‘elastic’ or ‘inelastic’. 
Completely elastic demand will mean that a slight fall (or rise) in 
the price of the commodity concerned induces an infinite extension 
(or contraction) in its demand. Completely inelastic demand will 
mean that any amount of fall (or rise) in the price of the commodity 
does not induce any extension (or contraction) iu its demand. Both 
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these positions are unrealistic. That is why we say that elasticity 
<of demand may be ‘more or less . 

| Diagrammatic Representation oj Elasticity o) Demand.} 



Quantity demanded. 
Fig. 1. Loss Elastic. 


Quantity demanded. 
Fie. 2. More Elastic. 


In both these figures, / along the Y-axis represents the fall in 
price and g along the X-axis the increase in demand irom OM to U 1 1. 

In Fig. 1, the fall in price is considerable, but the increase in 
■demand is slight. In this case, the demand is not so responsive t-» 
the change in price; it is only slightly elastic or less elastic. 

In Fig. 2, there is a small fall in price, but a great increase in 
•demand ; it is, therefore, highly elastic or more elastic. 

It should be carefully noted, however, that elasticity of demand 
is not indicated by the slope of the curve as is generally suppose! . 
Elasticity of demand is always at a price. Dilferent points on ie 
■demand curve have different elasticities of demand. l>y more y 
•seeing the slope of the demand curve, therefore, we cannot say that 
the demand is less elastic or more elastic. Again it is possi > e <» 
draw a curve which may throughout its length represent unit u.t. 
same) elasticity even though it may have different slopes. h 
• curve is known as a rectangular hyperbola. 

8 Measurement of Elasticity. There arc three methods of 
measuring elasticity of demand : (1) Total Expenditure Method , (-) 
Dr. Marshall's Method ; and (-1) Mathematical Method. 

First Method. Under the first method, we measure elasticity 
by examining the change in the total expenditure due to a change m 
price. Look at the following demand schedule relating to liand- 

iherohiefs : — 

Frue per handkerchief No. demanded Total amount spent 

Kh. 2 00 2 Kh. 4 00 ...ll) 

Ho. 100 3 Kh. 300 ...(2) 

75 nP. 4 ^ •• (3) 

#2 nP # 5 Kb. 3*10 iiP. • ••(*) 

When the total amount of money spent remains the same (^. 7 . 
between Nob. 2 and 3 above) the elasticity is said to bo unity. 
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- When the total amount of money spent increases with a fall m* 
price ( or decreases with a rise in price), the elasticity is to ber 
greater than unity, as between the two prices ( e.g . Nos. 3 and 4). 

When the total amount of money spent decreases with a fall in 
price (or increases with a rise in price), the elasticity is said to be 
less than unity) e.g. between the two prices Nos. 1 and 2). 

We can also represent this method diagrammatically. Take 
total expenditure along the X-axis and price along the Y-axis. We 

get a backward sloping curve olum. The 
portion ol represents less than unity olas- 
ticity, because an increase or decrease in 
price increases or decreases the total ex¬ 
penditure. The portion tv represents- 
unitary elasticity because a change in price 
has got no effeot on total expenditure. 
Portion um represents more than unity 
elasticity because an increase in price 
decreases the total expenditure and a 
decrease in price increases the total expen¬ 
diture. 

—— -- Second Method. According to this 

method, as put forth by Dr. Marshall, 
JOTAL EXPENDMJRi elasticity of demand on any point of the 
demand curve can be found out by drawing a tangent through the 
point. Suppose wo want to know elasticity of demand at point 1 
in our demand curve DD. Draw a 
tangent through P touching X-axis at 
T and Y-axis at t. Then elasticity of 

PT 

demand at point P - • Elasticity 

is more than unity, unitv or less than 
unity. according as IV is greater than, 
equal to, or less than PT. 

Similarly, we can find outelasti- 
city for any other point on the demand 
curve I)D. 

Third Method. Under this 
method, we measure, elasticity by com- q 'f 

paring the percentage change in price QUANTITY DEMANDED 
with the percentage change in demand. 

The elasticity of demand is unitv, greater than unitv. or less than 
unity, according as the change in demand is proportionate, more 
than proportionate, or less than proportionate to the change in price, 
respectively. Suppose price changes 10% and demand also changes 
i0%. In this case elasticity is said to bo unity. It will be greater 
than unity if demand changes more than 10% and less than unity if 
demand changes less than 10",,. The formula is 

Elast icity of Demand - Peroe " ta ? e cl,an > ! “ in ,1emand . 

Percentage change in price 
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9 Relation of Elasticity of Demand with the Law of 
Diminishing Utility The concept of elasticity of demand 
derived from the law of diminishing utility. 

The law of diminishing utility states that, as we get more and 

more units of a commodity, the utility of each successive unit falls. 
Now in some cases the utility falls rapidly. For instance, if we put 
a little more of salt in our vegetables, the ut »^ y 0t ^ce come9 
down so that we do n^o a all. U such^^ ^ 

iTy \he :r quantity™? Sich bo*es servo as another good 

8XamP But there are cases where the utility does not fall rapidly as 
“» amount i-reas. We do not eoou " t £ 

commo ht.es Tb.s s the <* s ® e *£” 8 a more , uxurie9 are purchased. 

C«am P ?e, more eggs ami fish are purchased by a mao of mode- 
Wte TZ S e Sv tils more rapidly as.coneumptlon is 

- r” ht 

For necessaries we are prepared to pay much more than we actually 
ha'e toTay aVthey are generally cheap. Hence, n such cases there 

Tbe ^ <" e 
demand is inelastic, and small when it is elastic. 

ii Elastic and Inelastic Demands Here are a few rules 

which tell us when the demand is elastic and when ,t .s less elastic. 

(i) For necessaries the demand is less elastic or companitmly 

inelastic. We must buy them, whatever be the price. 1 

may rise or fall but the demand will remain practically the- same. 

(ii) For luxuries the demand is more elastic. A little fn’ 
their price stimulates the demand end a 

Hence demand extends and contracts considerably when the pr 

falls and ri.es respectively. The demand is elastic. 

But it should be remembered that for 

Another. for^he same*commodil’y''the demand may be 

elastic for some people and inelastic for other P™p£ the 

necessary to refer to the class of people with respect town 

dem 0^) iS Having sulstUuUs 

e. V . tea and coffee. If the price of any one of them lulls, 
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be purchased in large quantities. If the price rises, demand for it 
will contract, and its substitute will be purchased instead. There is, 
therefore, greater extension or contraction of demand for such 
commodities when their prices change. Demand for them is elastic. 

(iv) When a commodity has several uses, its demand is elastic. 
With a fall in price such a commodity tends to be put to less urgent 
uses. Thus its demand extends, and vice versa. 

(u) When we can postpone buying a commodity, the demand is 
elastic. More is purchased when the price falls, and less when it 
rises. For instance, if the price of warm suiting goes up, its demand 
will considerably contract because its purchase can be conveniently 
postponed. 

( vi) Elasticity of demand depends on the level of prices. If 
the price is too high or too low, the demand will be comparatively 
inelastic. For moderate prices it is elastic. When the prices are 
already too high or too low, a small change in them will not affect 
the demand much. 

12. Importance of the Concept of Elasticity of Demand. 

The concept of elasticity of demand has great practical importance : 

(1) It guides the businessman in fixing the prices of his goods. 
If the demand for a commodity is inelastic, he knows that the people 
must buy it whatever bo the price. In such cases he will be able 
to raise the price. If ho is a monopolist he will certainly do so and 
earn a larger net profit. When the demand is elastic, a small fall in 
price will increase the sales and bring more profit. 

(2) The Finance Minister also takes note of elasticity of 
demand when selecting commodities for taxation. In case he wants 
to he certain of the revenue, he taxes those commodities for which 
the demand is inelastic. People must continue buying them even 
though the price rises with the tax. If the demand is elastic, people 
will buy less of them and the Government would get less revenue 

(3) In case of joint products separate costs of production of 
the two commodities are not ascertainable. In such cases, price of 
each will depend on the elasticity of demand of each. 

The transport authorities also fix the prices of the various 
services they sell, after considering their elasticity of demand for the 
respective services. 

(4) The volume of industrial output depends on the nature of 
demand. If the demand is elastic, by slightly reducing the price, 
sales can be increased, and the output too will increase. 

(5) The concept of elasticity can explain how the farmers 
may remain poor even when there is a bumper crop. If the 
elasticity of demand for wheat is unity, the incomes of the growers 
would remain the same whatever the condition of the crop. In a 
year of bad harvest the rise in price would compensate for reduced 
output and in a year of good crop, the price will fall and thus reduce 
the incomo. 

(ft) Elasticity can also intluence wages. If demand for a 
particular type of labour is inelastic, it can succeed in raising wages. 
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Thus the concept of elasticity has great practical importance in 

the various fields of applied Economics. 

* a We have been discussing 

13. Inter-connected Demands : t ^ e if Actually 

sr£“ — dity may be 

. connected with that for another, and often it is. 

The follow ing cases may be noted dman ded for a 

(a) Joint Demand. When sever ■* alK l tea leaves 

joint purpose., it is a cose of joint deman ^ 1 am , the services 

X^entr^anTma^nrare all'needed for building a house. These 

^ T —“be demanded jointly with — 

and Barji. . . ,i pman ded their prices are 

When commodities are jointly object For ex , mp le, 

influenced by the demand for th * f * “ons aregreatly affected by 
the prices of bricks and tlie wages . constituent will depend 

the demand for houses. The pr.ee of each 

on how urgently it is needed. above example. 

lb) Direct and Derived Demand. js cal |ed Direct 

the demand for the ultimate object. * ki() f labour and 

", :ssi tto^hX^r. w.w Dr — 

Demand for bricks and mortar , derived from »■» <am 

a house. Itis really the house that we want. 

wanted only because we need a house. 

7 'hp demand for a commodity ' 

(c) Composite Demand . rOTn posed of 

can be put to several uses is a co/i»po«d« <nn ^ oftn bo „g e d for 
the demand for each of the sevc Demand for coal 

■r'Z\ZXVZl (demand'hir all the'se uses.'* It is thus a of 

“ .» ..- 

determined will be explained in a later chapter. 

WH VT YOU HAVE LEARNT FROM THIS CHARTER 

0cmand means desire backed by wilfingnoaa and abitity .» P»>' ".~ 

.•modity. . .. f „ l>im»nd may. d»ore. 

Demand i* alw»yn nt a price ' m '’ P . price o\ it n period of time. 

^r.‘S »L„VficSr»rcu.ar“Vt it i- of great .deal uso. It helps to 

Or"“ : D.mand attend, aba,, ,„ien fails 

. And contracts when price rwes. 
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Exceptions : 

(1) More will be demanded at a higher price if shortage is feared. 

(2) Less will be demanded even when the price is lower if the article- 
has gone out of fashion. 

(3) The law does not apply to things used as marks of distinction. 

(4) The law may not apply when purchasers ore ignorant. 

Increase of Demand and Extension of Demand. Extension of demand 
means that more is demanded when the price falls. 

Increase in demand means that more is purchased at the same price, or 
the same quantity is purchased at a higher price. 

Decrease vj Demand and Contraction of Demand. Contraction of Demand 
means that less is purchased when price rises. 

Decrease in demand means that leas is purchased at the same price, or the 
same quantity is purhased ut a lower price. 

Causes of Changes in Demand. A change in any one of the following 
will bring about a change in demand : Fashion, wea'her, money, income, 
population, wealth distribution, real income, habits, customs, technical progress, 
dipcovery of substitutes, advertisements, etc. 

Elasticity of Demand. It means sensitiveness or responsiveness of 
demand lo changes in price. “The elastic ity of demand in a market is great 
or small according as the amount demanded increases much or little for a 
given fall in price and diminishes much or little for a given rise in price. 
[Marshall). 

Measurement oj Elasticity. When the total amount of money spent 
remains the same, the elasticity is unity ; when the total expenditure increase* 
with a fall in price or decreases with a rise in price, elasticity is greater than 
unity. \V1:«5» the total expenditure is less due to fall in price or more with a 
rise in price, it is less than unity. Or we can say that elasticity is unity, greater 
than unity, or less than unity according as the change in demand is propor¬ 
tionate, more than proportionate, or less than proportionate to the change in 
price respectively. 

Relation of Elasticity to the Law of Diminishing Utility. The demand- 
in inelastic if the utility falls rapidly, and elastic it the fall in utility is slow or- 
gentle. 

Relation of Elasticity to Consumer’s Surplus. The consumer’s surplus 
is largo when the demand is inelastic and small when it is elastic. 

Cases where demand is inelastic and where it is elastic : 

(I \ Necessaries—inelastic. 

{2» Luxuries—elastic. But luxuries and necessaries are relative terms.. 

Cl* For substitutes—elastic. 

(4 ) When a commodity has several uses, it is elastic. 

(/it When demand can ho postponed, it is elastic. 

(U) Degree of elasticity also depends on the level of prices. 

Importance of Elasticity of Demand : 

(\\ Ft helps a businessman, especially a monopolist, in fixing price. 

(“} It is useful in public finance for selecting commodities for taxation. 

Intcr-conncctcd Demand : 

Joint Demand is when things are wanted together for a common purpose,. 
e n. several materials needed for building a house. 

Direct Demand. The demand for tho final product is called direct demand* 

Derived Dm,and. Tho demand for tho material required to make tx 
commodity is called derived demand. 

Composite. Demand . When a commo Jity has sovorol uses, tho demand foir 
it is composed of all those uses. 


demand 


. CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

vPTlV C "“ yOU *"[S» sect's indl") a ' r WMi'l949\ 

preparation of a marie, demand schedule! Wha, ts practteal 

. [See Seo. 3.] . 

- 4. Explain the Law of Demand. Explain its hmiiatwns.^ _ c ^ /WJ) 

-''ft. th demand for a commodity ^^[p'atna ^54) 

■^6. Examine the factor* which bring about a change*ncrease 

you explain 7^-- 

dZTin^h^m™^ in Vrra«dJan^ry” a:am ^ ^ de ' naWlJm 

mangoes in Saharan pur in the months of u y au • 

iknuind ; (6) 7fcr«a*r. in demand a/,d contraction of demo d. ( p >t/ . /959) 

y ». tonc^o/ elasticity of demand. Show how rhistir, 

in nnL And elasticity tells us whether it varies much or little.) 

,D Ln 6., « »/ i»«*f / - *. “ 

”*** /«« s -ew »«: ■/. * K. m» 

(See 2 * 008 . 7 and 1 !•] # ^ 

11. w\7dTyolieaa l, :l UMicily »/ Demand t With reference ^ «/**<^ 

why do salt, tea, and motor cars difjer 7 . , . , T(>1 . , 0 

. 

““"“,27£ * - «■ *-«‘ 

•or/ir commodities is more elastic than for ethers. >j {Delhi II.S. 1959) 

13 . AVp/ain tPtlA <Ae AefjJ o/ « diagram the concept of elast «»*» / /95 #, 

„r* a < ji *.impiruince in economic «»«!».» 7 [See Soc«. 7 and Ul W-V- 

14. In what way is the concept of elasticity of demand useful to . 

^a) A Finance Minister. 

(h) A manufacturer. 

(c) A monopolist. 

(d) A trader. 

te l A labour leader t ,. , 

10. (Jan you tell why a monopoly in matches <* more prop 

monopoly in kerosene oil. ip (F 1044) 

Itt. Distinguish between joint demand and corn)>'>*it' detna l 

(See Sec. 18.J 
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NATURE OF PRODUCTION 

Producin'] value rather than utility 

i. Introduction. We have finished the study of Consumption 
find now we proceed to study Production. 

We know that an intimate relation exists between consumption 
and production and that the two are mutually interdependent. As a 
matter of fact, they are different stages in the same process, 
consumption being the final one. Besides, the same stage may be 
considered both consumption and production. For instance, a 
carpenter who makes a table is producing a piece of furniture and is 
consuming wood at the same time. He is thus both a producer and a 
con.*u mer. 

1. et us now turn to the nature of production. 

2. What is Production ? A carpenter makes a table. He 
has produced wealth. But he has not produced wood ; it was already 
there. What, then, has he really done ? He has changed the form 
of the wood and given it utility which it did not possess before. He 
has thus created what is called ' Form Utility'. 

If he sends the table to a big city, it will fetch a high price. 
Now it acquires additional utility. Its transport to the city means 
the creation of ‘ Place Utility'. 

In case he keeps it with himself till tables are in greater 
demand, he may further add to its price. This storing creates 
•Time Utility. 

In all these cases, wealth has been produced, but not waiter, 
lust as man cannot destroy matter, so he cannot create matter. In 
the above cases, he his simply created utilities. 

These are the three types of utilities (t) Form Utility, (ti) 
f’laee Utility, (in) Time Utility. 

Dors production then mean merely creation of utility ? In the 
examples cited above utilities have been created and physical goods 
<>r wealth produced. However, this may not always be the case. A 
utility may he created which cannot he sold in the market. For 
example, a tube of oxygen will find no market in the plains as there 
is abundance of it. in the air. The provision of such utility—and 
oxygen is a big utility—cannot be considered production. A thing 
may possess utility, but it may have no value, e.y. air. Production, 
in Economics, means production of wealth or value and not merely 
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utility. Production is, therefore, best deltas the creation or 

of value, or wealth It may consist not only of goods but also of the 

serves of^doctor8, tiachers, etc. Production, in short does not mean 
oreaWon of aH ^utilities, but only such milities as have value-,,,- 

exchange. . 

From the above, it is clear, that the act of production ,s not 
compile till the commodity reaches the J«*o/lfe»»wert A lab 
cannot be considered as 'produced' just "|en .t ha been mad 
must pass through various agencies and reach the final consumer 

before it can be so considered. 

In Economics, we are not concerned with the technical process 
of production • we do not studv how cloth is actually woven. We .o 
It earn the art of making it.'That is the work of spinners weavers, 
and dvers The student of Economics has simply to note the \arious 
stase/ through which cotton passes—ginning, carding spinning'. 
wefvL blefching, etc-till it reaches the hands of the final 
consumer. We are concerned with economic aspect, t e. co* , price, 
profit, etc and not technical aspect. 

Can there be overproduction ? From the consumers’ point ot view. 

there ean never be Jy over-production They 

all that has been produced and need still more Even in the n t 

countries there arc hungry mouths, ill-clad bodres, » » » 

The term ‘over production’ is not used in the sense that the snp f \ 
is more Than cai he consumed physically. Over-production is from 
the producer’s point of view There are times when th.ngs product 
cannot be sold at a profit. The cost of production may be high « 
than the prevailing price so that it is unprofitable to sel the got ,t\* 
at that price Also, owing to widespread unemployment demand 
goods may fall off. Thus there is glut in the market which we ca 
over-production. It may be duo either to faulty organization of 

industry or to too optimistic anticipations of producers, or wrong 
estimates of costs and prices. # 

3. Classification of Productive Occupations , I roductiv 
occupations can be classified as under . 

(») Industrial Occupations. * 


(a) Extractive Industries. Growing of crops, extraction ot 
minerals and fishing are usually included in this group. 

(M Manufacturing Industries, e g. making sugar out o! c me. 

cloth out of cotton, steel out of pig iron, and so on. 

(i», Commercial Occupations. The following activities mo 

included in this group : , 

(а) Activities of businessmen including biokers and oth 

middlemen in buying, soiling und stocking. 

(б) The work of transportation performed by carts, lorrns, 

railways, etc. . . .... 

(c) The cervices of banking and insurance companies in mooiliB- 

ing capital und supplying it to trade and industry. 
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(in) Direct Services of Gonsamers. These include the 
-personal services performed by lawers, doctors, teachers, domestic 
servants, etc. to their employers. They also include the services of 
government officials, army, navy and air force. 

4 Factors Affecting Production. There are several factors 
which go to determine the volume of production in a country. They 
are : 

(t) Natural Factors. The umount and nature of production in 
a country depends on its climate, nature of the soil, rainfall, etc. 
Production is diminished by natural calamities like earthquakes, 
floods, droughts and hailstorms. 

(»i) Political Factors. The form and character of government 
have a great deal to do with the volume of production in a country. 
In Russia, the Soviet Government has brought about tremendous 
increase in production through planning. Fora long time, the foreign 
Government in India encouraged the production of raw materials 
and discouraged manufacturing industry in the country. 

(Hi) Technical Progress. Production largely depends on the 
state of scientific knowledge and technical progress in the country. 
Discoveiy of new materials, new processes and new machines is bound 
to increase the volume of production. 

( iv ) Development of credit and banking and means of transporta¬ 
tion and communication. Without a sound banking system and 
efficient and cheap means of transportation and communication, 
production is bound to sutler. These are the prime needs of a 
country if production is to be increased 

(t‘) 7 he character of the people inhabiting a country also exerts 
an important influence on the nature and volume of its production. 
Hurd working, educated and sober people can always produce 
relatively more and better goods than those who do not possess such 
qualities. 

5 Factors of Production. The production of wealth needs 
the co-operation of several factors. For the making of cloth, for 
example, we need the services of land to supply us with cotton as 
well us the services of spinners and weavers to transform it into 
cloth ; we also need money to buy machines and tools. Above all, 
an organiser is needed to organise the whole business and co¬ 
ordinate the work ol the various factors employed. These factors 
have been called by economists Land, Labour, Capital and Organisa-' 
lion (or Enterprise) respectively. 

By land we mean, not merely soil, as is commonly understood, 
but all the natural resources in land, water and air available to man. 
It stands for natural resources. 

Labour means not merely the work of a coolie or of an unskilled 

labourer but all types of work, mental and manual, undertaken for 

getting an income. Any type ot work for earning an income is called 
labour in Economics. 
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Capital means not only cash used in business but it also includes 

*” b ’ ss: - •‘s 

.^.W. (or ZrepreJL. Their respective incomes are called 

renJ u>0(7e.s t«tere.<d, and profit. _ , Q , m . 

fi Are these Four Factors Reducible to Two . Some 

\ . nnr forward the view th >t there are not four factors but 
•economists p factors They argue that capital is not an 

is the result of savin. Labourers 

S-tefisas; s csr-Ja*-*= ■- 

“Tv “ i “r •"'» 

a form of labour. Economists include in labour all types of work, 

mental and manual. Why not Organisation too 

We are thus loft only with two faotors, viz. Land and Labour 
or Nfiture and Man. The other two factors, capital and enterpuse, 

aro included in them. 

The above position is quite logical, but not realistic enough 
n ;tal in modern times is of tremendous importance. It has thrown 
1 in the background and overshadowed land in importance. 

Who can deny thafthe capitalist dominates today 1 Produc ton 
■without capftal would be negligible. Owing to its mlrinsio 

importance, capital m ist bo assigned an independent place among 

the factors of production. 

Further although organisation !S ft type of mental work yet 
this wor^must bo considered distinct from ordinary moot, labour. 
It is of a specialised typo. It not only consists in 

controlling and supervising the entire process of praduct.on ■ 

niftflern 4 times ^when the other throe factors of production lie 
scattered und’productiou is so very complicated and costly, ^tho 
importance of the services of the organiser or entrepreneur 
over-estimated He must have a place of h,s own. and a very high 
one too. among the factors of production. 

We thus come back to the view that there are not two but four 
factors of production : land, labour, capital and organisation. 

7 . Modern View of the Number of Factors of Preda¬ 
tion Economic thinkers of to-day like Benham, contend that t e 
factors of production are neither two nor four but millions. AnUl in 
wh cTgoesinto production is a factor. Every acre of land , a a to 
bv itself, and so is every worker, each rupee, and each »nd.v.dua 
. entrepreneur . There are millions of each of these factors. Indot 
the number is incalculable. The utmost we can do is o group 
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together all similar acres of land, all similar workers, all similar- 
machines and all entrepreneurs in the same line and count each group- 
as oue factor. But even thus the number of factors would run into 

thousands. 

The modern economists object to the traditional classification 
on the ground that dissimilar things are grouped together. For 
example, they ask, how can the work of a mason and the work ot a 
typist he put under the same label ‘labour’ ? They also say that, as 
these factors are subject to the same economic principles, there is no 
point in keeping them separate. 

The argument is plausible but we shall adhere to the old 
four-fold classification of the factors of production. It makes lor a 
convenient and clear study of the department of production. Y\ e do- 
not want to confuse the student with niceties at an early stage of 

his study. 

8. Efficiency of the Factors of Production. Production- 
does not depend merely on the size of a factor. It also depends, 
and very largely too. on its efficiency, eg. its capacity to produce. 
One may have thousands of acres of sandy soil but obtain very little 
from thorn The Japanese, fewer as they are, can produce much 
more in a \ear than perhaps the millions of Chinese or Indians. 
Mere numbers do not count for much. Similarly, an up to-date 
machine produces more than an out-of date one. A competent 
organiser will make a small business yield a large total net profit. 
The efficiency of a factor is thus of great importance. 

Efficiency may be natural or it may be acquired. Waste land 
can be turned into fertile fields by the application of manure. 
Labour can be trained ; capital can be properly organised through 
banking ; and entrepreneurs can be educated and assisted by 
statistical and other useful information (Jood qualities can be 
strengthened and had ones eliminated. Efficiency is thus largely 
man-made 

9. Mobility of the Factors of Production. Efficiency of 
production also depends to a certain extent on the mobility or the 
factors of production. Mobility means not merely physical or bodily 
movement from one place to another, but also changing over from 
one use to another. 

There are few factors that can be put only to u particular use 
and to none else. Most of them can be moved from one use to 
another. Land can be made to grow several crops ; labour can 
move from one occupation, place, or industry to another ; even a 
machine is capable of producing different articles or different varieties 
of the same article. The entrtpn h -. ii / of course, can change over 
from one business to another, lienee we see that most factors of 
production are fairly mobile. Very few of them are absolutely 
specific 

In some cases mobility is easy. For example, an accountant 
in a sugar mill can easily become an accountant in a cotton mill. 
His work remains the same though he has moved from one industry 
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to another. In other cases, mobility is very difficult, as in a change 

of profession or even in a change of place. 

Mobility may sometimes enlail a loss when an entrepreneur has 

to switch over to another business. 

The adaptability of the productive system depends on he 

and vice versa fairly quickly. 

,o Relative Importance of the Factors of Production 

r • r m nM | f tn o av which factor of production is more impor- 

It .» very difficult to say which act han(ls ^ ^ 

tant and which, es, It u, JusUffie ^ ^ ^ tQ fee equa| , y 

:rir sr “ Cf. 

life without land is inconceivable. 

Rut what can land do alone' Without man s aid it can 
i r.(> K,it little a few wild strawberries here and a lew hard stony 
olums there Wild growth cannot sustain present human population. 

Pri-t::*—'ri;.5r::.i”Ssr,^S£ 

bas'been'immensely increased and diversified. As a matter of fact 
everything that we see or use bears the stamp of human effort. 

Labour is therefore undoubtedly of great importance 

What about capital ? Capital fulfils a real need. Unaided by 
tools man cannot produce much. If man has today mastered nature 
if he can 11 v in the air, span the ocean, dive deep into the sea < 

“ * i into thri bowels of earth, it is all due to the aid t.ird he 

penetrate i * com munity mainlv depending on hind and 

[“erTiTc-Sied to" appalling poverty L ever, Meehan,,, 
its muteria.ifc, for this capital is essmt.al. It s 

no^wltluHit reason that production of to-day is described as cap,- 

Importance of capital, therefore, cannot be 

exaggerated. . . 

The entrepreneur, or organiser, also plays a very essential part 
in production. It is he who is responsible for setting the productive 
machinery in motion. His under his leadership that production 

goes ahead and breaks new ground. . 

We thus realise that all factors are necessary for modern pro¬ 
duction But they have not been equally important always. Hio 
imoortance of a particular factor depends on the stage of economic 
developnuuit of the country In the hunting and .pastoral stage, 
land was undoubtedly all-important. In the agricultural stage, 
labour disputed with land for domination, but not wholly success¬ 
fully To-dav capital and the entrepreneur seem to carry eveiytlnng 
before them ; other factors have been eclipsed. 

Besides the relative importance of the factors ot production 
varies from industry to industry. Jn industries, where raw material 
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costs are very heavy, we might say that land is more important; and 
where costly machines are used capital is more important, and soon. 

We shall make a detailed study of each of the four factors of 
production in the chapters that follow. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 


Consumption depends on production and production depends on 
consumption* 

Consumption and production are relative terms. They are different stages 
in the sumo process. Every one is both a producer and a consumer. 

What is Production ? It means creation or addition of Doea tl 

wean cf ration oj utility ? No. It means creatain of wealth or value. Because a 
thing may possess utility, it may not have any value or be wealth. 

What is over-production ? Over-production happens only from tho pro¬ 
ducers’ point of view when they cannot sell their goods at proGts and the stocks 
accumulate. There cannot bo over-production from tho consumers point of 
view as they can always consume all that has been produced and stand m need 

of Btill more, 

Classification of Productive Occupations : 


(1) Industrial : (a) extractive, and (/>) manufacturing. 

(2) Commercial : (a) buying and selling, (6) transporatiou, (c) banking 
and insurance. 

(3) Direct service to cot Burners, e.y. work of domestic servants, lawyers, 
■doctors, teachers, etc. 

Factors Affecting Production : 

(1) Natural factors like climate, floods and earthquakes. 

(2) Political factors. 

(3) Technical progress. 

(4) Development of means of communication and transporatiou. 

(G) Development of credit and bonking. 


Hi) Character of tho people. 

Factors of Production. Four factors 
fl) Land, i.e. natural resources. 

,2) Labour—all montul and manual work done for money. 

(3) Capital—all aids to production like tools, implements, etc. 

(4) Organisation—bringing the other factors together for work ond 
undertaking tho risk of production. 


Can the Four Factors be reduced to Two ? Some economists argue that 
orgnnisal ion is a form of labour and capital is not an original faotor of production. 
Thus they assort that there aro only two factors, land und labour, or nature and 


man. 

Modern economists think that there aro millions of factors. Anything 
that goes into production is a faotor of production. They say that it is wrong 
to classify different things under tho same heading as is done under tho four-fold 
classification. 


Efficiency of the Factors of Production. Production is very largely infiu- 
enred by tho efficiency of the faotors of production. Efficiency is both natural 
und acquired. 

Mobility of the Factors of Production. Mobility means either moving 
tho factors from ono ploco to another, or from ono use to another. 

Efficiency of production and adaptability of tho economic system depend 
on the mobility of the factors of production. 

Relative Importance of the Factors of Production. All factors are 
important and essential. Their relative importance depends on tho nature of 
industry and the stage of economic development of a country. 
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CAN YOU ANSWER THE FOLLOWING QUESTIONS ! 

1 Production is concerned with the. addition °f utilities. Give with 
illustration* an exhaustive definition of production. [See Sec. -1 (Ajmer / 5 ) 

2 What is meant hi Production in Economics ? In the light of your answer 

discuss the claim of the following to be called producers 

, , r* nrm „ 'h\ Hunter, (c) Middleman, Id) Teacher, (e) Gambler, 

wpZ w «-■<-*' W Br ° ker w ““ l iSu'w! 

T )*>.« »/ *« causes which affcci the volume of products in a 

cxmntru Why is production low in India ? 

[See See. 4. Production in Indio is small on account of the following 

reasons : 

Look of efficient water supply for agriculture. 

Small holdings. . ..._.. nf 

Poverty and ignorance of the farmer and the primitive methods 

cultivation. 

Inefficient organisation of industry. 

Foreign competition. 

Non-utilization or partial utilization of the natural resources. 

Comparative inefficiency of labour. 

Lack of sufficient c redit and banking facilities. 

Inadequate* meuns of transport. 

Inefficient administration.] 

What is pro taction ? What arc the factors of production ? ^ p yy ^ 

t 

ft. lV/,/ 1 / do you mean by the efficiency of a factor «/ f {V °p ,")j0) 

does the efficiency of land and capital depend ? [See Se. S. lu.r. , 

7. What do you «”*"**£ ft {^°ma£^lmlia°n labour more 

JjJnumsnUs. th obstacles that deter it. I [Soo Sec. 9 1 (Bombay 1 954) 

- T U oL . he re,mice pur,. pluped h, idun us ; d S.,,,c in pern,,,e,ion. 

Which 'Of the two do you consider more fundamental and uhj 

[See Sec, 10. | 


( 1 ) 

( 2 ) 

( 3 ) 

(4) 
( 6 ) 
<«) 
( 7 ) 
(») 
( 9 ) 

( 10 ) 

4. 


Explai 


(P.U. 1937) 



CHAPTER VIII 

AGENTS OF PRODUCTION 

LAND 

Land alone is not 1 land ’ ! 

i Meaning. Economics is a science of everyday life. It has- 
to use words of everyday language. But it gives them a special 
meaniug of its own, sometimes narrow and at other times wide. The- 
term ‘value’ for example, has been given a narrow meaning and 
‘land’ a very wide one. 

In Economics, the word ‘land’ is used not merely in the sense of 
the soil or surface of the earth as is ordinarily understood. It stands 
for all nature, living and lifeless. It includes all natural resources 
that we can get free from air, water and land. It covers the laud 
surface, whether level or mouutainous. It includes ocean, lakes and 
rivers, mineral deposits, rainfall, water-power, fisheries, forests and 
numerous other things which nature provides and man uses The 
term ‘land’ thus embraces all that nature has created on the earth, 
above the earth, and below the earth. 

2. Importance of Land. Land as a factor of production is 
of immense importance. As has already been pointed out, everything 
that we use can be traced ultimately to land. Land may be rightly 
called the original source of all material wealth. 

The economic prosperity of a country is closely linked with the 
richness of her natural resources, Generally speaking, it is true to 
say that a country is what nature has made it. It is possible that a 
country, rich in natural resources, may remain poor (e.g. India)- 
owing to some unfavourable factors. But if nature has been unkind, 
and has not given rich resources to a country, it will not be easy to 
make it prosperous. 

Obviously, the quality and quantity of agricultural wealth in a 
country depends on the nature of the soil, climate, and rainfall- 
Agricultural products, in their turn, form the very basis of trade and 
industry. Industrial prosperity will further depend on the presence 
of rich coal-mines, or waterfalls fiom which electricity can be 
generated. Localisation of industry depends on the proximity of 
power and raw materials, and they are largely determined by nature. 
The presence of cheap and efficient means of transport is largely 
conditioned by the topography of a country. 

Thus all aspects of economic life—agriculture, trade and 
industry—are generally influenced by natural resources which the 


S4 
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economists call 'land'. Land or nature has a determining influence in 
moulding the life, occupation and standard of living of a comroi.m y. 

- Peculiarities of Laud. Land as a factor of production is 
very ^culiar. ft possesses some important features which distinguish 

it from other factors. They are 

(i) Land is a free gift of nature. It is not a 'produced or man¬ 
made agent It follows, therefore, that we have to accept it as it is 
man tries to improve and modify nature, “t 

completely master her. A poor soil and a bad climate are _ 
handicaps in the way of industrial and trade prosperity. 

(it) Land is permanent. It is not easy to destroy it. All other 
•factors are destructible, but land cannot be eomptetely deatroy d. 
Even the havoc wrought by an atom bomb can be cured and natural 

powers restored after some time. . 

(in) Land is limited in area. Efforts have been made to reclaim 
land from the sea. and thus add to the total land surface. Yet these 

efforts have produced only negligible results as h been 

trttAl area alreadv in existence. Some land in Hollan • 
redaimed from the sea, but it is after all a small percentage of the 

-total land surface of the world. 

(it-) Land lacks mobility. Land cannot be moved bodily from 
one place to another. It lacks geographical mobility B 't can 
be put to many alternative uses, and is thus mobile from a d.fferen 

ipoint of view. 

(r) fxmd is of infinite, variety. Land is not man-made. Nature 
has so made it that different pieces present infinite variations. None 
can sav where the sandy soil ends and the clav begins One type 
shades Into the other. Such minute variations are not found in any 
other factor. Besides, the situation of different pieces of land 

varies. 

4 Why Qualities of Land Differ ? There are several 
reasons which account for differences in the qualities of land. 

(a) Differences in Ferlilit ;/. Some lands are too sandy and so^ 

too rocky ; some are dry while others receive ampe ^ .p b() 

have a good climate while others cannot *»PP or . ' differeneo 

constituents of the soil also vary. All such tilings 
in the quality of the land. 

(b) Differences in location. A piece of land an 

market is more convenient than one away from it. ' make 

important differentiating factor. A favourable nitiiat, fert !) e 
a less fertile piece of land equal in value to one win 

but has a bad situation. ll7 * 

C Factors Affecting Productivity of Land. We in « 

discussed above why different pieces of land differ m ^ 

same causes also affect the productivity of land. Lr 1 J 

depends on the following factors : — 

(a) The. Natural Factor. Natural factors like the soil, chmatc 
rainfall topography and nature of the coast line determine 
daml produces much or little. A sandy soil and dry climate arc sure 
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to make it unproductive. On the other hand, an alluvial soil, a. 
good climate, and timely rainiall are conducive to rich crops. 

y b) The Human Factor , Man does not easily surrender to nature. 
If nature is unkind, he fights her and improves upon her. For instance, 
if rainfall is scanty, he can bring canal water. II soil is poor and 
deficient in certain properties, it can be improved by the addition o 
chemical manures. In fact, man plays an important part in remedy¬ 
ing the dificiencies of nature. 

(c) 'I he Situation Factor. The situation of land is of great 
importance. Fertile lauds, situated in a remote corner of the country, 
away from the market, may be left uncultivated. The cost of trans¬ 
porting their produce may be prohibitive. Such laud cannot compare 
with those pieces of land, which, though not so rich, are near the 
market. 

6. Extensive and Intensive Cultivation. It is necessary to 
understand the distinction between extensive and intensive cultiva¬ 
tion. Intensive cultivation implies constant cropping lroni the 
same area. If more and more capital and labour are applied to the 
same piece of land, the system of cultivation is known as Intensive. 
Greater application of labour and capital involves the use oi artificial 
.irrigation, deeper ploughing, sowing of impioved seeds, use of 
artificial manures and ol modern implements and machinery. In such 
cases, land yields more per acre. By cultivating it more intensively, 
the larmer tries to take the utmost out of his laud. This method is 
followed in those countries, where laud area relatively to population 
is small. 


Extensive Cultivation , on the other hand, implies wasteful use of 
land. Here the larmer can have as much laud as he can manage. 
The methods of cultivation are primitive and unscientific. The 
yield per acre is comparatively low', but taken in relation to the 
capital and labour employed, it is large. Virgin lands yield good 
crops even though much work is not done on them. When they are 
exhausted, more lands are available. Here seeds are just sown 
and crops harvested when ripe. Such methods were followed in 
new countries like U.S.A. and Canada a hundred years back. 

7. Does Extensive Cultivation Mean Large-scale Farm¬ 
ing and Intensive Cultivation Small-scale Farming ? .Not 
necessarily. It might seem that as the larmer has a large uioa at his 
disposal in extensive cultivation, cultivation must be on a large-scale. 
In the same way, intensive cultivation seems to imply a small larw. 
The larmer is supposed to be trying to get the utmost out ol a small 
piece of lund by applying more and more labour and capital to the 
same piece ol lund. 

But litis may not be so. 'The difference between extensive and 
intensive cultivation is oiit oj method rather than oj the size oj the farm. 
In advanced countries like Canada, the F.B.A. and Australia, and 
even m Russia wiieie land is nationalised, the lurms aie very big, 
sometimes extending over milts. Bui the methods ol cultivation, 
are intensive. Large amounts of capital are invested in the lund. 
Ihe soil lb thoroughly ploughed by tractors ; the seed is most caro- 
iully selected ; irrigatiou facilities are ample, ami manuring is heavy. 
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Agriculture is carried on in a scientific man^r. It is, in short, 

sr srrssS: 

TWsTone of the'important causes^ our «“ ei ^ e C ^ 8 “ 

After the attainment o mdepen e . intensive cultivation 

£ r j?w rirrr 

agricifltur^production to achieve self-sufficiency in- both food for 
our people and raw materials for our industries. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

The Meaning ’>» ' e “ rth ' 

•" D “ t C-:- f L n . t na.rF.C,oe nf Production : 

s 

Industrial development is conditioned by it. 

Localisation of industries is determined by .U 
Development of means of transport .a mlluonced by 

Peculiarities of Land : 

(1) It ih a free gift of nature. 

It ib permanent. 

It is limited. 

It lacks mobility. 

(At It is of infinite variations. , 

Why Land Differs in Qn.ilty ? Fertility and s.tuat.on account for 

differences in the quality ol land. 

Factors Affecting Productivity of Land : 

(1) Natural or inherent qualities. 

(2) Human factor—irrigation, manuring, otc. 

(3i Situation in relation to markets. 

Extensive and Intensive Cultrvadnn. . « ( j£> has more 

There is systematic rotation >1 «0| • of modern implements. 

SSZZSXZS 5£5&S£*h. then of the ..-ale of farming. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

'l. Drfn ic land and diecuts iu importance a* a factor of pro uc 
art the factor* that ajjict the productivity of land ;950 . [/./'. Hoard 1956) 

[See Hots. 1, 2 and 5.J . \ 

2. A “country » urfml nature ha* made «. D '*” ' do08 not depend 

[Hoe Sec. 2. The prosperity of.a bo iovourublo. 

on natural resources alone. Other “,' mjr ,. c ful and have sufficient 
Men should be diligent, intelligent a India her choicest gifts 

amount of capital. Nature has bestoued on India ^ and 

and yet India is poor. Ibis i duo to tl.e 
political factors are not fuvourublo.j 


( 4 ) 

( 5 ) 
(0) 


( 2 ) 

( 3 ) 

( 4 ) 
( 6 ) 
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3. Explain (he meaning of the word 4 Land ' in Economics and discuss its 

peculiarities as a factor of production. [See Sec. 3.] (J- & K* 1957) 

4. Define 4 Land\ Explain the factors which affect the productivity of 

land. [See Sec. 1 and 5 .] (Delhi H.P. 1958} 

i Distinguish between Intensive and Extensive Cultivation . Does extensive 
cultivation necessarily mean large-scale farming ? Give reasons. . 

[See Secs. G. and 7.] (U.P. Board 1956) 

G. Describe carefully the term 4 Extensive * and 'Intensive cultivation • 
To u’/iai extent is the latter process of cultivation being carried on in India ? What 
.are /Ae c/u>/ difficulties to be. met with in its adoption in India ? (U.P. 1929) 

(See Sec. G. In India there is very little intensive cultivation. This is 
due to lack of capital and to ignorance of modern agricultural 
technique. ] 


CHAPTER IX 

AGENTS OF PRODUCTION (Conti.) 

labour 


Labour oj love is not ‘labour ' ! 
i. Meaning. "My work begins when ' 

.source of income for him. Ijje „wn son, or if a 

a mother rears op her child i fa not considered ‘labour 

ma „ plants .lowers for ^ t0 earn a money 

in Economics. Why . They ar , f love however hard 

reward. Doing one’s own workorla-bourot l ^ ^ ^ 

r^° - - «* * — * 

Ca,ki luminary language, by -labour' we mean tto worl, .by 

coolies— bard manual labour genera .y 1 meow 

the term ‘ labour ’ has a wi^r meamng.^ does^ ^ ^ 
manual labour. It includes i ^ inanager s, policemen and 

work of labourers, engineers, k . >P ^ dome8 tic servants, etc. 

.. &.— i ™-"- 1 “ * 

“•.f 

body undergone partly or • j^ived directly from the work 
good other than the pleasure derived dire y (Marshall) 

.... L-sreSsS “ - 

° f lab The Physiocrats, a school of 

the 18 th century, considered that on^ ^ ^ . According 

labour, for only in agricultu < P resu |ted in the production of 
to Adam Smith, only that the ser^s 

aomething tangible, was product! • ot produSKe 

of lawyers, professors and singers from Jhe ^ wa8 also 

labour. Later, however, the work, f ^ ^ recogni ; e d that the work 

recognised as productive. transporting them also aided 

of the trader in stocking kings 1 } insurance work also 

“ “ri: ■ -* - 
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of work, including the work of men of professions like medicine, law 
and teaching, as well as the work of domestic servants is regarded as- 
productive. In other words, all labour %n the economic sense w 

; productive. 

The term ‘unproductive labour’ is now applied to wasted labour 
or misdirected labour, or labour which has failed to achieve its 
puipose. Even in such cases some economists say that the labour ib 
productive, for when it was applied the intention was productive, t 

was only known afterwards that it produced nothing. 1' ven mis¬ 
directed labour is productive from the point of view of the labourer 
as he gets payment for it ; it is unproductive from the point ot view 

of society only. 

3 Peculiarities of Labour. In the past, labour was consider¬ 
ed an ordinary commodity to be bought and sold like others in the 
market. It was not recognized that labour was not only a means to- 
an end but was an end itself. Now this difference, which distin¬ 
guishes labour from other goods, is kept well in the forefront. Let us- 
see the peculiarities which make labour different from other 

commodities : 

( 1 ) Labour is inseparable from the labourer. A labourers "ork 

has to be delivered in person. A farmer cannot stay at home and 
let his ‘labour' work in the fields. A doctor has to attend to hie 
patients in person. If, however, labour takes some form, as a 
professor’s thoughts take the form of a book, it does not remain, 
labour any more. The book which is the result of labour is not 
labour itself; it is a material good and can go anywhere. 

(•_') The labourer sells his uork and not himself. Whatever has- 
been spent on a labourer’s training cannot be withdrawn by selling 
his labour. That might have been possible when slave trade used to 
flourish. But those days are long past. Now investment in the 
labour becomes a part and parcel of him. 

(!l) Labour is more perishable than any other commodity. If time 
flies, labour flies with it. A day lost without work means a day’s 
work gone for ever. That is wily woikers are compelled to accept 
even low wages rather than earn nothing. 

(- 1 ) Labourers have not the same power of bargaining as their 
employers. This is because labour cannot be stored up, and labourers 
are poor and ignorant. That is why, although a strike is a weapon 
used against the master, yet it hurt's labour too. The development 
of strong trade unions in most industrial countries has helped the 
individual labourer, and in some eases turned the tables on the 
master. When labourers learn to deal with employers as a body and 
not at* individuals, they are no longer so weak. Collective bargaining 
removes'the weakness of labour in this respect. 

(5) .1 labourer differs from a machine in that he has feelings and 
likings. He works bist when he is happy and puts his heart in the 
work. Rest, leisure, healthy surroundings, recreation and, above all, 
a fair treatment tiom officers add to his efficiency. He feels encouraged, 
to do his best. 

(6) Labour is much less mobile than capital and other goods*. 
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This fallows from what has been said above, viz. that a labourer is 
no h t 9 a machine Se does not want to leave h,s beartk and W and 

Ins kith&ndinn j [ubour is u i most independent of its demand and 

['hi 2 no quickly increased or decreased. Labourers 

CaDD nJ it ‘made to orde? as other goods. If they are surplus, their 
cannot be made to or J » . , . process ot starvation or 

numbers can be reduce ilicrta£e m Utmand lor labour as 

Zfng a war, “ages .ill rise but supply o. labour cannot be apprec 

“ b| y iucrcaa^ calcK laie the cost oj product,on oj labourer. 

Here agairt labour is a peculiar ‘commodity’. How can tbe cost of 

brincinu up children be calculated . 

( 9 ) Labourers differ in efficiency. Unlike tools and machmes^ 
they ire not exactly interchangeable. Hence wages may differ from 

man to man. 

We now turn to the problem ol the growth ol labour. 

q ID these two aspects ot labour-the quantitative and the 

qualiUtive aspects. First the quantitative aspect, ».e. numLers. 

The quantitative aspect of labour relates to the growth of 
nonulatiol» q The best known theoiy ot population is .the Malthusian 
Theorv Thomas Kobert Malthus propounded his theory in his L^ay 
on ToiMon in 17 * 8 . He modihed it later, but retained the 

essential features. 

Malthus wrote that populaHon inched ^-trical 

hrere arsed in anibmetical progression, e.g. 2 , 4, ^^ 

series having the same difference). As a consequence food must un 
short in ielation to population, or population outstrips the food 

supply. 

Later on, Malthus dropped the mathc mat.cal p ait ol 1 1 .Mbeery 
as it could not be proved. He hud used the pb.asts fetcincUKu 
progression’ and •arithmetical progression simply to cmpLuM 

1>0,nt Briefly the Malthusian theory may be thus summed up:— 

Power ol procreation is inheient in human beings, as in plants 
0 „d ammale £,v.u l.« *>ay, tin. fovu rnu.t lead to •» 

in numbers. Multiplication is the law ot nature. 1 opuieut-rif^ 
lore must increase by leaps and bouLds. ’this is natural. 

’ Pllt tbe production of food, being subject to the law ol diminish- 
iug cctmu. lc. uot llicreato .o raplly. Thu. Rod cu^iy <ug» 

behind. . 

When population increases rapidly but food supply only slowly, 
the inference Is clear that population outstrips the food supply. 
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When food supply runs short, people must starve and be plunged 
;into misery. 

In order to save themselves from impending misery, Malthus 

said, the people must use preventive checks like self-restraint and 

late marriage. If preventive checks are not exercised, positive 

checks like disease, war and famine would come into operation. In 

this wav, the numbers would be cut down to the limits justified by 
* * 

the supply of food available. 

To sum up : Population has a tendency to increase very fast, 
but the food supply cannot increase so fast. Hence food supply is 
left far behind. The country suffers from overpopulation. Unless 
preventive checks are applied, positive checks will operate. 

5. Criticism of the Malthusian Theory. Malthus s theory 
raised a storm of controversy. The critics attacked it on the follow¬ 
ing grounds :— 

(i) It is not mathematically accurate. Malthu9 replied that the 
mathematical part was not an essential part of his theory. He had 
used it only to give his point a proper emphasis. 

(ii) The theory is based on the law of diminishing returns as 
it operates in agriculture. But it is pointed out that this law can be 
counteracted by the application of scientific methods of cultivation. 
The progress in agriculture so far has falsified the fears of Malthus. 
But are we sure that progress of science will keep pace with the 
increase in population ? Will not science be defeated in the end ? 
No amount of agricultural progress can feed a people if their growth 
is not checked.. 

(Hi) The theory has not been borne out by actual facts. Malthus 
could not foresee the development in the future. People in advanced 
countries use contraceptives to such an extent that population 
has almost come to a standstill. France is a classic example of this. 
Besides, population has not increased at the rate suggested by 
Malthus. Both birth and death-rates have gone down in advanced 
countries. The survival rate (difference between birth-rate and 
death-rate) is much less now. During the last century, the decennial 
increase of population in England went down from lo% to 6%. 

People now attach greater importance to their standard of 
living. They either postpone marriage or do not marry at all, unless 
they are sure of maintaining a standard of living to which they have 
become accustomed. When married they try to keep the sizo of the 
family within reasonable limits. 

There is now a higher level of economic prosperity. Food is 
more abundant and varied than it ever was. Maithus’s gloomy 
forecasts have not proved true. People have better health and 
physique in Western countries than ever before. 

(iv) Wealth and prosperity check population indirectly. It is 

pointed out that fewer children are born in rich families than iu the 

poor ones. This statement lacks a scientific proof, though statistics 

show that there is such a tendency. 

% 

(v) Malthus was wrong in emphasising that food self-sufficienoy 
must be an essential feature of the economy of every country. A 
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country may not be able to produce sufficient food, yet, ,f l ean 
create wealth bv commerce and manufactures, ,l ean import food 
from other countries. In this way, it can suppoit a large population. 
England provides an excellent example of this. 

There is no doubt that Malthus was unduly pessimistic I eople 
in the West have escaped the disaster which he foretold. His fears 
have been falsified by improvements in the methods ot agriculture, 
trade and industry, by family planning anil by social reform in 

advanced countries. . 

But what about backward countries liks Iudia and China . Their 
teeming millions are sunk deep in appalling poverty. No preventive 

are exe rcised. Hence positive checks like famine, war and 
disease are operating freely. Can we doubt, then, that what Malthus 
said applies to such countries ? In India, the production of food 
has not 1 kept pace with increase in population. The country is 
suffering from the worst effects of over-population famine, disease, 
abject poverty, internal conflict, etc. The Malthusian theory 

undoubtedly applies to India. 

Further, his theory may not he applicable to a particular 
country It tends to apply to the world as a whole. One country may 
be able to save itself by importing food or by adopting other devices 
But the population of the world as a whole muat outstrip its food 
supply It that were not so, Western countries and British Dominions 
would not keep out the Asiatics. What is the sign.hcance of the 
treatment meted out to Indians in South Africa . The wlute man is 
anxious to raise barriers against the overflowing people of Asia so 
that he may be able to maintain his standard of living. 

6 Modern Theory of Population. The modern theory of 

population is known as the Optimum Theory. The Malthusian 
Theory fixed its attention on the maximum population that a count!y 
could maintain. If that maximum was exceeded, misery was in store 
for that country. According to the optimum theory there is no such 
maximum. If the country develops its resources, it can mcreas. us 

population correspondingly. 

The optimum theory says that if we take into consideration t he 
total resources actually developed in a country at the moment, there 
is a certain size of population which best suits it It is the idea 1 
number. The country can maintain this number in the best condition. 
This is known as optimum population. If tko population goes " 
Ibis optimum number, there* is over-popuMiov , for the available 
resources are then thinly distributed over too many persons. In case 
The actual population is less than the optimum there x* under, 
vopulation. This means that the number of the people is r J°t enou h 
to°work the available resources to the best advantage. In both the-e 
cases vr of over-population, and under-population, the per cajnU 
income is less than it can he. At the optimum the per capita income 
is the highest possible. “The optimum population is reached, wlu n 
with Unavailable amounts of other factors (which themselves are o 
course subject to variations as well), the maximum product per head 

b attained.”—( Silverman ). 
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We can represent the ‘optimum population’ with the help 
of a diagram. A country’s -sources have various le^ ^ 

poorly developed. Symboli¬ 
cally, the level of development 

may be 6, c, d t . .(i.e. 

highly developed, less develop¬ 
ed^ and so on in the descending 
order). Let us suppose we are 
at level d. Represent population 
along X-axis, and the per capita 
d income on the Y axis. OM 
population gives us the highest 
— per capita income PM, with a 
0 M X level of development. Popu- 

POPULATtON lation less than OM is under- 

population ; and more than OM is over- population. In both these 
cases, per capita income will be les9 than I iu. 

The optimum population is relative to resources. It is not 
rigidly fixed*in number. To-day we say India is overpopulated. 
But if we develop our resources to the fullest exten ^ a " ( 1D m hi \ 
out national wealth, India will cease to be over-populated. This is 
the same thing as going from one lower level of development to an 
upper level.’ At the upper level, we can naturally support mo © 
people at a higher per capita income. Thus even a small population 
mav bo over-population, if the resources available are inadequate 
and oven a large population may not be considered over-population 
if adequate resources are available. In short, the optimum _ y 
relates population to the resources and does not speak of P0P»'» t0n 
in absolute terms independently of a country s resources as Malthus 

did. 

7. Efficiency of Labour. We have said that while esti¬ 
mating the labour strength of a country both the number of the 
people and their efficiency have to bo considered. W e have already 
diseased the quantitative aspect of the theory of population. - ow 
we shall consider the problem of labour efficiency. 

The English, American and the Japanese labour is considered 
to be much more efficient than the Indian labour. What is the 

reason ? 

The efficiency of a worker depends on two sets of factors : 
Those which affect (a) his Power to Work ; and 16 ) his Will to Work. 
The labour’s capacity of POWER TO WORK depends on the 
following factors :— 

>(,*.) Inherent qualities of the racial stock. The Jats of the 
Jullundur Division in the Punjab are more efficient farmers than 
Meo* of Ourgaon district or Rijputs of Kangra district. A man 
inherits some qualities from the racial stock to which he belongs. 
Some races are known to bo hardier than others. - 

”rf These qualities are beyond an individual’s control and are 
largely the outcome of climate and natural environments. The 
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Inhabitants of temperate and cold regions are more efficient than 
those of the tropics and sub-tropics. Hot climate has a weakening 
influence and makes sustained labour difficult. 

(ii) Acquired qualities. There are, however, certain attributes 
which a worker acquires by education, generul and technical. Among 
these attributes may be mentioned honesty, intelligence, persever¬ 
ance judgment, health and strength of the body, resourcefulness, 
sense of responsibility, etc. Efficiency of labour depends also on 
these qualities. An honest, intelligent and hardworking person 
will undoubtedly be more efficient in his work than one who lacks 

these qualities. 

V'(m) Earnings. If a worker is getting a good wage, he will be 
.able to provide himself with good food and other necessaries ot life. 
It will add to his health, strength and power of endurance, and he 
will undoubtedly become a better worker. “The economy of high 
wages” is well known. “Low wages are dear wages.” 1 -air and 
prompt payment is a great incentive to the worker. It encourages 

him to do his best. 


\s(iv) Factory Environment and Equipment. 11 the factory is 

neat and well ventilated and the surroundings are sanitary and 
attractive, the workers will be able to put in better work. Similarly, 
if the machinery i3 modern and up-to-date, if the raw materials are 
of good quality, if the manager is competent and can elleetively 
marshal his labour force, the output of labour will increase. 

' Hours of Work. It has been proved that long hours mean 
low efficiency. The worker is overcome by fatigue. He works 
leisurely and half-heartedly which means lower efficiency. It the 
working day is of a reasonable length, and thero are proper rest 
■pauses, the worker will bo able to put in his best. 

(vi) Labour Organisation. Proper organisation of labour inside 
the factory will improve labour efficiency. A good trade union can 
also improve labour efficiency through its fraternal functions. 

The worker’s WILL TO WORK is strengthened by his ambi¬ 
tion to riso, his desire to make the most of an opportunity, the 
inducement of efficiency bonuses or profit-sharing schemes and his 
sense of duty. All these factors add to the worker’s zeal. The more 
•earnest he is, the greater is his productivity. 


WHY IS INDIAN LABOUR LESS EFFICIENT ? 


It is said that Indian labour is loss productive. This is true. 
But the fault is not of the labour alone. Production is a co-opera¬ 
tive effort. Unless all the factors of production are satisfactory, 
production will not bo up to tho mark. The Indian labour is no 
doubt less efficient ; but it is n it due to any inherent deficiencies of 
his own. The sub-tropical climate weakens him physically. Ex¬ 
tremes of heat and cold render factory work a great ordeal. His 
wage is extremely low and is hardly enough to keep his body and 
soul together. Besides labour is not properly organised. It is caste- 
ridden and migratory. They are illiterate and lack technical 
training. The factory conditions are very depressing and foreign to 
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his natural tastes and temperament. He is supplied with second- 
rate machinery and equipment. The supply of raw materials is also- 
unsatisfactory. Even the managers are not very competent. He is-- 
condemned to long hours of work. Conditions being as they are, it 
is really surprising that he is able to do even as much work as he is- 
doing. Efficiency of Indian labour can be improved by removing 
these defects. 

8 . Advantages of Efficient Labour. Several advantages 
arise from efficiency of labour. Efficient labour benefits the- 
individual worker himself, his employer, and the nation as a whole. 

The worker gains from his own efficiency. He wins the regard 
of his fellow-workers and the approval of his boss. He is also able 
to earn more and enjoy a higher standard of living. 

The factory owner stands to gain much from an efficient 
labourer. Such a labourer needs less supervision, does not waste 
material, and he carefully handles his machine. The repair charges 
are thus reduced and the cost of production lowered. Efficient 
labour is more economical. 

The nation at large ultimately benefits from an efficient popu¬ 
lation The national wealth incicases. The level of skill, intelligence 
and physique improves. Above all. it adds to the competitive 
strength of the country’s industries It is well-known that Japan’s 
industrial supremacy in the markets of the world was largely due to 
the efficiency of the Japanese labour. Efficient labour is a great 
national asset. The economic backwardness of India may be partly 
attributed to the lower efficiency of Indiau labour. 

9. Mobility of Labour. Of all kinds of luggage man is said 
to be the most difficult to transport. With the exception of land, 
perhaps, labour is the least mobile factor. Man finds one excuse or 
another, for not leaving his native place. He clings to his health 
and home and is reluctant to leave his kith and kin. He is content 
with what he has and has no urge to venture abroad. Indian labour 
is particularly less mobile. This is due to his ignorance, conser¬ 
vatism, caste considerations and comparative lack of quick and 
cheap means of communication and transport. 

Mobility of labour takes the following forms : — 

Geographical Mobility. This means moving from one town to- 
another, from one State to another, or from one country to another. 
Of all types of mobility this is the most difficult. Man dreads a 
change as a child dreads the dark. He suffers from inertia and likes 
to stay on where he is. He is prepared to put up with known hard¬ 
ships rather than face unknown ones. Vague fear attaches to new 
and strange places. One wants to live-amongst one’s kith and kin. 
Difference in religion, caste and language—all deter him from going 
to distant places. The Punjabi worker, especially the Sikh, is com¬ 
paratively more mobile. Ho is found in almost all parts of the world 
— America, Canada, Australia, New Zealand, Africa, all know him. 

Occupational Mobility. This is of two types: horizontal and' 
vertical. Horizontal Mobility means that the worker moves from 
one occupation to another, but almost in the same grade, eg. a- 
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typist gives up service and opens a business of his own on the same 
lines. Moving on the same industrial plane is comparatively easy, 
because it does not eDtail any change in work. 


Vertical Mobility. This, on the other hand, means moving 
from a lower occupation to a higher occupation, e.g. a mistri or a 
mechanic becomes a mechanical engineer, or a school teacher be¬ 
comes a college professor. This type of mobility is not easy. It calls 
for an improvement in power to work and understand, and needs 
opportunity and the means of using it. 

-io. Importance of the Mobility of Labour. Mobility is 
of great advantage to the worker himself. Undoubtedly most of 
those who leave their village homes for distant industrial centres or 
foreign lands are able to improve their prospects. They raise them¬ 
selves up economically. By trying luck elsewhere one generally 
meets good luck. One rots by staying at home. Nothing can be 
achieved without showing an adventurous spirit. 

A mobile labour force is also advantageous from the point of 
view of the industrial structure. We find new industries establishing 
themselves and old ones expanding. Similarly, industries contract 
and decay. It is necessary tiiat labour should move out of the latter 
into the former. It is through mobility of labour alone that supply 
of labour is adjusted to the demand for it. 

It may be noted that a growing population makes for mobility 
of labour. The new generation can move into new industries. • A 
country with a stationary population, however, will bo seriously 


handicapped in this respect. 

Mobility of labour checks unemployment. Labour moves from 
places where it is not wanted to tho«e where it is wanted. In fact, 
this is one of the functions of labour exchanges. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Meaning of Labour. It moans “uny exertion of mind or body undergone- 
partly or wholly with a view to some good other than the pleasure derived 
directly from the work." 

Classification of Labour : 

(1) Productive Labour. All labour is productive in tho economic sense 
when undertaken for some consideration. 

(2) Unj/roduclive Labour is that labour which has been misdirected or 
wasted or which has fuilod in its purpose. 

The labour strength of a country depends on : 

ia) population, (6) labour eflicien.y, t e. both quantity and quality or 
labour. 

Theories of Population : 

A dalthueian Theory. Population increases fastor than food supply. If it 
is not chocked by tho uso of preventive chocks, positive checks like war, famine 
and disease will operate to cut down the population to its proper si/.o. 

Jts criticism : 

(1) The mathematical part is not correct. 

(2) The theory is based on the law of diminishing returns whose working 
has been checked by the application of science to agriculture. 

(3) It ia not borne out by history. In Wostern countries, population lme 
not increased at so alarming a rate. Standards of prosperity, health and physique 
are much higher. The gloomy predictions of Multhus have not proved truo. 
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,4, Increase in wealth and a rise in the standard of living indirectly keep 
mXs emphasized food production^ndtdyready arattore 

i8 the production of wealth rather than merely that of food. 

Conclusion. Although Uke 

SSS. but "does apply to the world as a whole. 

Oploaora Tkcoryof B—J* 0 * , SfST- 

SS\£££ c/T 'SZSTwS* ^ it relative to resources. Herd 
«... f/initQ income is the highest. 

Efficiency of Labour. It depends on Power to Work and WiU to Work. 
The following factors affect labour efficiency : 

(1) Qualities of racial stook. 

(2) Qualities acquired by technical or general education. 

(3) Earnings. 

(4) Conditions of employment. 

TO Personal qualities like resourcefulness, honesty, earnestness, sense of 
duty, ambition, etc. 

Advantages of Efficient Labour *• 

(1) Higher earnings for the worker. 

(2) Lower cost for the producer. 

. (3) More goods for the community. 

Mobility of Labour : Different types : 

(а) Geographical ^from one place to another. 

( б ) Occupational mobility : 

li) Horizontal , i.e. between industries at the same level. 

({,) Vertical —from the lower to a higher occupation. 

Importance of Mobility : 

fol Mobility brings economic advantages to the workers. 

6 it adjusts the supply of labour to the demand for it. 

(c) Labour is diverted from the decaying to the growing industries. 

(d) It checks unemployment. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS NOW ? 

1 Define Labour. Will the following eomc under Labour t 
'(a) Practice at the nets by a tennie player for vanning the university 

working in his ggrden on Sunday. 

The factory owner making a found of hts factory. 

The poet Dante, painting a picture. 

The work of a factory manager. 

.4 doctor examining a patient. 

Pt Jawaharlal Nehru doing Shish nsana. 

[For meaning of labour see Sec. 1.] 

No it is for tho pleasure of winning rather than for any monetary 
consideration that he is practising so hard. 

No it is his hobby and not a means of livelihood. 

Yes, it is his job : he is doing it for profit. 

No it was not his job. Ho was a poet and not a painter. 

Yes, ho is paid for it. 

Yes, be is paid for it. 

No, it is his bobby. 


(b) 

(c) 
«*) 
(«) 
</) 
(?) 

(o) 


(P.U. 1926) 


(b) 

(C) 

(d) 

(«> 

(/) 

(?) 
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2. Distinguish between Productive and Unproductive Labour . «»te to 

illustrations of each type. [ Se « Sec - 2 J (C ’ V ; 19J,) 

3 What are the characteristics of labour which make it different from a 
commodity f What is the importance of this distinction f ^ ^ ^ 

[o60 O0C. u.J J _ 

„ 4 Explain briefly the Malthusian Theory of Population. Js this theory true 

MW-a-toy. ! [See Secs. 4 and S.] (Defti U.S. 1959 ; Ajmtr Infer Am I960) 

Critico/ty emm.n, «*• »<**“*> ' T fe’g£yS£Zi ,M „H.S.1960) 

y 5. What ie meant b* over, under and optimum »wlotion ? In “*« 
optim theory ol popototion on impmmmenl ■on ? JWJ) 

0r ’ . 
/>o you consider the Theory of Optimum Population to be superior to the 

Malthusian Theory of Population ? If so, why ? /0 , y . 

(Sardar Vallabh Bhai I i dyapeeth 795V) 

^ 6 . IFAaf are the factors on which the efficiency of labour depends ^ How 
■does improved efficiency oj labour benefit tic com umer, cap a is. 

<u a whole ? [See Sees. , and S.J (J. ‘t /<• 7VJA .7.0 

7 . On u,/,o< c/oe, <fce efficiency of labour depend ? What can an employer do 

towards raising the efficiency of labour ' , OA ... 

{P U 1956 Suppl. ; Saugor 1952 ; Utlcal Inter and Pajushthan Inter i960) 

rSeeSec 7 The employer can raise efficiency by paying a better wage, 
install modern and up-to-date machinery, by providing comfortable condition in 
theffactory, fey proper organisation of labour, by providing general and technical 

education, by labour welfare activities, etc.) 

8 . On whit factors does the efficiency of labour depend / What a I he 

advantages of efficient labour ? [See Secs. - and 8 .] (P.U. 1959 Suppl. 

9 What factors determine the efficiency of labour in a region ? Are there 
<my inherent reasons for the relatively lower efficiency of Indian labour as com pa ed 
to labour in developed countries ? What can the Government do to promote ^.ency 
«/ labour in an under-developed country like India f l*- U - Jy 1 

,o. **.. „ rr oi ./ /o 6 .„r ,» 

mobility of labour in India ? 

11 . DUtwyuxah between : — 

(a) Positive checks and preventive checks. 

(fe) Horizontal mobility of labour and vertical mobility of labour. 

( C ) Geographical mobility and occupational mobility of labour. 
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AGENTS FOR PRODUCTION (Contd.) 

DIVISION OF LABOUR 

Splitting to combine 

x Introduction. Production is more than ever a co-operative 
effort today. Thousands of people co-operate in the production oi 
the paper on which you are writing, or the book you are readmg- 
There axe thousands of workers at the raw-material stage, more thou- 
elands busv in manufacturing and distribution They all work towards- 

a common end. But this co-operation is not haphazard. It is an 
organised co-operation without unnecessary duplication. An out¬ 
standing feature of this co-operation is division ot labour. 

2 Meaning of Division of Labour. When many people 
combine to produce an article, the work is so arranged that the 
making of the article is split up into a number of processes. Each- 
i,rocees is then assigned to a separate set of people. This specializa¬ 
tion is known in Economics as Division of Labour. For example, let 
us see bow a chair is made in a furniture factory. One group is- 
engaged in making legs, another in making backs, another seats and 
still another joining them and finally there is a group of workers 
polishing the chairs. This is division of labour Adam Smith illus¬ 
trates this with the example of pin-making which in his time was split 
up into as many as eighteen distinct processes. 

3 Simple and Complex Division of Labour. When the 
combined efforts of many men accomplish a piece of work, it cannot 
be said what part each man did. It is a case of simple division of 
labour. Ten men lift a huge log of wood. You cannot tell how much 

weight did each one lift. 

Complex division of labour, on the other hand, is one in which 

each worker or each g.oup of workers is doing a distinctly separate 

job, e.g. one group does the spinning and the other weaving in the 
making of cloth. 

4. Forms of Division of Labour. The extent of division of 
labour depends on the stage of economic evolution. As society has 
advanced^ division of labour has become more and more complex. 
Wo may distinguish the following main stages or forms of division 

of labour: — 

(i) At first there was specialisation by trades and occupations. 
Manu divided Hindu society into four groups—Brahmins, Kshatriyas,. 
Vaishyas and Sudras. But t rades and occupations multiplied, and now 
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•we have carpenters, weavers, shopkeepers, farmers, lawyers, ^ 

doctors, etc. At this stage, each man makes the whole-thing- The 
weaver goes through ail the processes by himself and produce, cloth. 
The carpenter makes a complete chair, and so on. 

(ii) Next stage is specialisation by tads. The making of an 
article is split up into a few simple operations and each operation is 
performed^by a separate set of people. It is also known as spec.ahsa- 
by process. For example, making of cloth is dividedinto pr - 
cesses of spinning, sizing, weaving, bleach.ng and fin.sh.ng. Th.s .s 

division of labour proper. . . 

(Hi) Specialisation by incomplete process, la this form of division 

of labomUh process is split up into a uumtar of 
Pin-making in a modern factory .9 divided, not only mtoe. _.te 
processes as Adam Smith said but mto many fhere »™ nu, 

merous stages in spinning, in weaving, and so on. It has 

in modern times has become much more minute and complex. It h 
increased the interdependence of one person on another 

(in) Territorial or yeographcial division of 
that certain localities, districts, towns, or areas specialise m pro due 
ing a particular commodity. They become specially famous for bn, 

so that they receive orders from distant 

(Punjab) has specialised in the makmg^of hosiery iroods, All* 

in locks, Bengal in jute, and so on. 

5 . Economic Effects of Division of Labour. Divisioniof 
labour has had far-reaching effects in the economic world. It has 
produced results both good and bad. On the one hand it has be 
come possible to produce much larger quantity of goods ^ “ ^ ‘ 
cost • and on the other, there is muss production of standard-ea 
goods which ignores individual tastes. Production has become mor 
capitalistic "roundabout. The number of occupations has;no^ 
The labourer has now to learn only a part of the job which m. • 
thin tie easy for him. But his work has become monotonous, and be 
has lost thl skill of making the entire article^ He is no longer ti ^ 

master of his tools nor of the product. His < ej t . . j_ 

capitalist is complete. Division of labour has increased ^;dopu U 
ence. It has given rise to the problem of Labour ( apdul wInch 
the society has not been able to solve satisfactorily. 

Good and bad effects of division of labour can he seen in the 
merits and demerits of the system and these are discussed belc . 

6 Merits of Division of Labour. Economists are very 
enthusiastic about the advantages that have rea.ilted from <i l.vis'O 
of labour. The. system benefits the worker m the following waj . ■ 

(I) The right man in the right place. Under division of labour 
the chances are that each man will get the job lor winchl i e s beat 
fitted There will be no round pegs m square holes. Ihc wot 
be better done. On the other hand, just imagine an .n -cha ge of 
work between a farmer and his wife—he doing the cooking, 
ploughing the fields. You can guess the result. 
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(2) The 'worker becomes an expert. Practice makes him perfect. 
When a man does a certain work over and over again, he is bound 
improve. He will be able to turn out better goods. There is an increase 
in his skill and dexterity. The worker benefits. He produces better 
results in less time. 

(3) Heavy work taken over by machinery. Division of labour 
makes it possible for heavy work to be passed on to machinery. 
Only light work is done by men so that there is less strain on their 

muscles. 

(4) Less training required. As the worker has to do only a part 
of the job, he need learn only that much. Long and costly training 
is rendered unnecessarv. The shortening of the period of training 
for a worker is a great gain. 

Besides these benefits to labour, there are advantages to the 
industrial system and society as a whole from the introduction of 
division of labour. 

(5) Inventions. When a man is doing the same work over and 
over again, some new ideas are bound to occur. This leads to many 
inventions. These inventions make for economic progress. 

( 6 ) Introduction of machinery. By division of labour, the work 
is reduced to a few simple movements. Sooner or later, some- 
machinery is brought in to take over these mechanical movements. 

(7) Cheaper things. On'account of mass production made 
possible by division of labour and the use of machinery, cheaper things 
are turned out. Even poor persons can buy them. This is beneficial 
to society. Standard of living improves. 

(S) Economy in the use of tools. It is not necessary to provide 
each worker with a complete set of tools. He needs a few tools only 
for the job he has to do. These tools are kept continuously 
employed’ This is very economical. 

(11) Saving in time. The worker has no longer to move from- 
one process to another. He is employed on the same process. He, 
therefore, goes on working without loss of time. Continuity in work 
means more production. 

(10) Rise of entrepreneurs. As work is divided, somebody is- 
needed to co-ordinate the work. This leads to the rise of entrepre¬ 
neurs who specialise in the work of organisation. This has contri¬ 
buted to the productive efticiency of the community. 

7 . Demerits of Division of Labour. Division of labour 

has proved harmful to the. individual workers in certain ways : 

(1) Monotony. Doing the same work over and over again with¬ 
out any change produces mental fatigue. Work becomes irksome and 
monotonous. There is no pleasure in the job. The worker cannot 
bo expected to take any interest. The quality of work must suffer. 

(2) Kills the creative instinct. Since many men contribute to 
the making of an article, none can say that he has made it. His 
creative instinct is not satisfied. The w 7 ork gives him no pride and 
no pleasure, since no worker can claim the product as his own 
creation. 
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Loss of skill. The worker deteriorates in technical skill. In- 

sag v as 

srarrsa^^-j-i-ss 

becomes a machine tenderer, lbe weaver 

18 g ° n (4 ) Checks mobility. The worker is doing only i 0 ^ 

- “.tee i«.....d,..«d r,™... 

t-JX U °: ,;r. «£. 

in which he has specialised. He may be makmb . % and if be 

It is doubtful, if he can get the same job On the o her am . 
knew how to make the complete chair, his chance ot getting 

elsewhere would be brighter. 

(6) Checks development of personality. I a m» ^ of a 

ESsSsrsw 

milCh m Loss of senee of rvponsibilit,. None can be held responsi- 

ttr.ssr& 10 

-^^■saST sgirr — of 

,£! T Wb 

tSSSSt ^ insr-M 

beC ° m (9) d ?“o/ e i«ri6 U i.«, When there is no division of labour, 

and there is no trouuie. T , v must receive a duo 

contribute to the product,on of an art,ole. J h ^ shar0 . 

share of the product, and it is not easy . h divided 

Thus the problem of distribution is ^ml 1 Lour and capital. 

the community into two warring c P* mowing wider 

The gap between the master and the man is aau\ r r ► 

and ru dependence 0/ one comUry 

t^r^n result of territorial 

Ug m cs. er The evTleln be minimised by shortening the hours of work 
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and providing more leisure to the worker. It is no longer possible, 
nor is it desirable, to get rid of this system. It has made production 
more efficient by making an effective use of the labour force and by 
economising capital. There is a larger flow of cheap goods and 
services which satisfy the wants of man and enable him to live a 
fuller life. The credit side of division of labour is undoubtedly 
heavier. 

8. Conditions of Division of Labour. The application of 
the principle of division of labour depends on certain conditions. 
The following are some of these conditions :— 

(1) Spirit of co-operation. Division of labour assumes an 
■advanced stage of civilization. If the people are quarrelsome and 
cannot work together amicably, division of labour will be out of the 
question. The people must have developed a spirit of co-operation, 
a spirit of compromise and accommodation, a team spirit Without 
the spirit of give and take, division of labour cannot bo introduced. 

(2) Extent of market. The extent of the market is another impor¬ 
tant condition. If the market is small, there is no meaning in intro¬ 
ducing division of labour. Division of labour requires the employ¬ 
ment of a large number of people to whom a process or part of a 
process can be assigned. This results in large-scale production which 
pre-supposes a large demand and a wide market for the commodity. 

If only one shirt a day is demanded in a village, a single tailor 
can satisfy the demand. There is no scope for division of labour. 
But as he gains reputation, he may receive orders from the 
neighbouring villages. In that case, it will pay him to have a few 
assistants. Now specialisation can be introduced. Being an expert, 
he will do the cutting ; his older apprentices can go on stitching and 
the new ones may be given elementary duties like pressing the 
garments, and sewing on the buttons. As the market expands, 
still greater division of labour will be introduced. The wider the 
market, the greater the scope for division of labour. This is why it 
is said : 

“Division of labour is limited by the extent of the market.” 

(3) Nature of demand. For division of labour not only it is 
necessary to have a wide market, but it is also essential that the 
demand should be stead}'. A largo but fitful demand will limit the 
scope of division of labour. A stable demand is essential. 

(4) Nature of industry. Some industries are such that it is 
not possible to split up the work into distinct and separate processes. 
Here also the scope of division of labour is limited. Agriculture is 
suoh an industry. Possibility of splitting up production is essential 
for division of labour. 

(5) Law of returns. In industries where the law of diminishing 
returns operates, larger output means higher costs. Hence produc¬ 
tion will be kept down. This means that the scope for division of 
labour has become restricted. Where the law of increasing returns 
prevails, the possibilities of division of labour are greater, because 
production will be on a large scale. 
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(6, Availability of labour and 

•production on a large scale. Large nun c [ji n erv «o together, 

needed. As division ^ ^ rfc. H tho 

l^ireTrountl of labour and capita, are not for, I,coming, division 

of labour cannot be extended. fulfilment in 

Conclusion. These conditions are not difficidt^ o^ ^ ^^ 

most countries. T here are Industrie I former, there is 

and there are also arge-scale ndn»tri « 1 comp | ex division 

little scope for division of labour hut in the latter l 

■of labour will be found in operation. 

LOCALISATION OF INDUSTRY 

„ Meaning of Localisation. Localisation of industries is 

also called the geographical or terri, °"®' ''''’^lise in the produc- 
means that certain areas or towns come P provincial 

fion of certain commodities. Some th P 0 country 

reputation, while others come t „ Kashmir products have 

and even in other parts of .he *orU- Some % 0Tcr ln ,,ia 

an international reputation. My* m . 

and Sheffield cutlery has a World-Wide market ^ niay bt . 

Among Indian industries which' h *™ bav &nd Ah medabad. the 
mentioned the cotton mill industry in t in Calcutta and 

sugar industry in U.P. and Biharjute mill «durtry ^ 

sir r zi tst w .. 

.localisation or centralisation of industries. 

,o. Causes of Localisation. There are severe f etors winch 

are responsible for certain centres soil, 

It is partly due to natural causes hi™ dimate ^ eConomic 

•presence of minerals and power resourc t>. and proximity to 

luses like the availability of by 

Let us discuss these causes in detail . 

(i, Favourable climate. There are certain 
require special type of climate, «.?■ -iamp climat f J r,,, of 
weaving. The growth of certain herbs ant' tb ;J c ,P, ate . The 
medicines and drugs from them need a tc j t)l( , locat j on 

climatic factor is a very important one for " H „ suit3 the 

of an industry. The damp climate of Bombay specu . 

cotton mill industry localised there. materials is 

tii) nearness to raw materials. 1 roximiti |s lnl |i( V . 

an essential condition of localisation, if the■ ™ w t J iron an d 

A cement factory must be near the hmest fipl()s ' k coal . mine9 and 

abundant^atOT are E be^und1 in Cose proximity.' These conditions 
are ideally fulfilled in Bihar and Bengal. r is 

C'a higher to a lower 
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level may be used to generate electricity, or coal should be avadable- 
nearby. Our industrial areas are centred in Bengal and Bihar, tor- 
coal is available there. Madras, Bombay, the U.P. and the Punjab 
are poor in coal but rich in the sources of hydro-electricity. 

(iv) Fertility of the soil. Industries which are based on agricul¬ 
ture like the sugar industry, the dairy industry, fruit and vegetable, 
canning, etc. must have vast areas of fertile land all around. It will- 
be impossible to establish such industries in areas which are and 
wastes. 

(v) Nearness to market. If the market is near, the cost of 
transportation will be low. Many foreign concerns have been 
established in India so as to come close tx> their consumers and save 
transport costs. This is the case in Indian match industry. 

(vi) Availability of trained labour. Some areas have traditions- 
of inherited skill. Adequate supplies of trained labour are available 
there. The employers will experience no difficulty in securing an. 
adequate supply of efficient labour. This is a great inducement to 
the capitalists to establish their factories there. 

(vii) Availability of capital. No business can be run and 
expanded successfully without adequate credit facilities at reasonable' 
rates. The presence of banks and financial houses in a looality 
encourages the establishment of trading and industrial concerns. 

(cm) Political patronage. Sometimes States give certain 
concessions like grants of free land, advances of oheap money, subsidies,, 
bounties, protective duties and guarantees of purchases. This 
attracts industries in certain areas. Many Indian industries have- 
grown behind the shelter of the tariff walls. Many mills were started 
in the former Indian States attracted by the concessions granted by 
their rulers. 

(ir) Momentum of an early start. Sometimes no particular cause 
is at the root of the location of an industry in an area. The industry 
just happened to be started there by some enterprising businessman 
sometime back. It grew in strength from the momentum gained' 
from this early start. The Ludhiana hosiery industry owes it* 
present position to this cause. 

xi. Causes of persistence. We notice that some industries- 
having been localised in certain areas tend to persist there even though 
the original causes leading to localisation maj' have disappeared.. 
Every new venture in the field tends to gravitate to that particular 
place. Anybody who wants to start a hosiery factory will find it to- 
his advantage to start it at Ludhiana. Why is it so ? 

The following reasons may be given for this tendency:— 

(1) Trained labour. In no other city will a man find such an 
abundant supply of hosiery workers as at Ludhiana. The factories 
working there serve as training grounds, and a supply of skilled 
labour is built up on which the new entrants can easily draw. This- 
is no small attraction. 

(2) Credit facilities. In an industrial centre, several banks are- 
started. Ample banking facilities thus become available. This i* a- 
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*™»" s:<£,„ r f “ t“xr.“ 

become specialised am a ®P idi gs may be made available by 
industry. For example ra,«ay «di n* fupthcf conce ntrat,on 

the railway authorities. Ibis muiiy 

of the industry. subsidiary industries grow up 

(4) Sttfoiiwry industries. vj J uable support from 

in this place. The mai ‘bleaching, washing and dyeing 

these. For example, in Ludhian , * main hosiery 

industries have been developed. They 

industry. . . , . 17 tpnf i q to remain where it is 

(5) Industrial inerita. An m u t ^at locality. I fc 

« inconveniences ' Man doe3 
not TcST^r 

publicity, publication of *® C ^' iBte „ c e of associations to safeguard the 
BSi r-rVat p,“ace the ^ ^ 

Which an industry derives from becoming J indlI9try> bavins been 

^catedinT c"' place., tends to persist there. There are so 

many advantages of localisation. 

They may be summarise as o o • banded down 

(1) Labour get,.trained * large body of 
from one generation ol 

trained labour is built up. labour is developed 

. (2) A regular market for a certain J ^ „ iat loca lity with 

in the locality. Labour of th J P. t “ Employers m search of 

labour of this type can also find it ‘here there. The 

(3) Financial facilities grow up. „ itie3 . 

industry enjoys the benefit of reasona transportation get 

(4) Suitable means of industry. 

developed. This is a great va " = 0 f subsidiary or »i.pple- 

(6) Tliere is a stimulus for thei starting ^ eIup | oyil] e.it for 

mentary ‘xhe'by-'products are put to economical uses, 

labour and capital. The by p narticular goods widens 

,6) The reputation of a locality market is thus 

‘Xf^lstryln hla ^^growth^^ gnd 

research Tns" Im^ablTed from which the industrialists 
benefit a great deal. , locality It providesemploy- 

(8) It brings prosperity to the localit>. F 

ment and adds to the income of the people 
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(9) Collective action is rendered possible. The industrialists 
organise themselves in associations to safeguard their common 
.interests, and so do the labourers. 

(10) Several improvements are made in the industry, because 
there is opportunity for exchange of ideas. There is healthy rivalry. 
All this is beneficial for the industry. 

13. Disadvantages of Localisation. Localisation of in¬ 
dustries is not an unmixed blessing. Several evils are associated 
with it. They are : 

(1) Dependence on the main industry is risky. A depression in 
that industry is bound to spell disaster to the whole locality. It is 
not wise to place all one’s eggs in one basket. 

(2) Scope of employment is restricted. Employment is available 
for one tj’pe of labour only. In a centre, where there is a greater 
variety of employment, the entire family of a worker may find 
employment But here only a few of them will get work so that the 
total family earnings go down. 

(3) Over-specialisation leads to dependence on other centres 
which proves very dangerous in times of war. We may not be able 
to import the necessary materials and machinery. Dependence on 
foreign markets for the disposal of goods is also risky. 

(4) The dishonesty of a few manufacturers brings into 
disrepute all tho rest. The products of the locality get a bad name, 
and even honest manufacturers suffer. 

(5) Labour tends to lose its mobility for obvious reasons. They 
have to be content to remain where they are. There are few other 
openings in the locality. 

( 6 ) It leads to over-congestion. This seriously tells upon the 
health and efficiency of workers and their children. This is what 
has happened in Bombay, Calcutta, Kanpur, etc. 

(T) Bombay during a war may paralyse the industry. Hence 
there is a lack of security. The big industrial countries are the 
usual targets of tho enemy attack. 

14 . Remedies. To overcome these drawbacks of localisation, 
two remedies may be suggested : 

(i) Supplementary Industries. Several small industries which 
may assist the main industry may be established. This will remove 
the risk of unemployment and lessen the severity of the depression 
when it comes. It will remove the exclusive dependence of the 
locality on one industry, and provide other strings to its bow. This 
will also remove dependence on foreign markets or materials. 
The workers will have a wider scope of employment. 

( 11 ) Decentralisation. It will be found more economical to 
move the industry to other less congested centres. It will remove 
some of the drawbacks of centralisation. Such decentralisation has 
been taking place in recent times. For example, cotton textile mills 
have been established away from Bombay and at other centres. 

15. Decentralisation or De-localisation. As has been 
said above, in recent times some industries have left their original 
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homes and migrated to other localities, or moved abroad In some 
cases, the advantages originally available from localisation have 
disappeared, or greater advantages have become available elsewhere. 

The following are the main causes responsible for this 

tendency :— . . ^ . . . . 

(1) Advent of electricity. With the coming of electricity, it is 

no longer necessary to locate the factories near coal-mines or on the 
banks of rivers or streams. Electricity can be supplied at a distance 
of hundreds of miles from the generating station. If therefore, 
localisation was due to the nearness to the source of power, this 

factor has now ceased to operate, 

(2) Development of means of transport. On account of improved 
transport, distant markets can be approached and distant sources 

of raw materials tapped. The industry need not be located near 
the market or the raw materials, if there are other more important 
advantages elsewhere. Thus industry pets decentralised. 

It is worth noting that development of the means of transport 
uorks both ways. It helps concentration and also assists decentralis¬ 
ation It helps concentration in this way that if the local supply of 
raw materials has become insufficient, they can be imported trom 
abroad The industry will develop iurther in the locality to reap 
benefits of localisation. But it also assists in" decentralisation, -or 
example if the market is more important than the materials, then 
the factories can move out, and get established in or near the market. 
Raw materials can be transported to that place. 

(3) Higher costs in old centres. A rise in costs in old industrial 
centres and concessions available elsewhere help decentralisation. It 
is found that as industries grow up, rents rise and so do the 
municipal taxes. The cost of living also goes up which necessitates 
the payment of higher wages. Factory sites are also very costly 
All those factors render it uneconomical to start factories there On 
‘ the other hand, cheap sites for factories may be available elsewhere. 
Our cotton mill industry is becoming decentralised Bombay has 
been found to be a dear place It is also distant rom consuming 
centres like the Punjab. The rulers of the old princely States ottered 
various concessions, e g. cheap loans, free lands, State patronage, 
Bubscription to share capital, guarantee of a minimum dividend, etc 
Thus several cotton mills were established in States like Hyderabad 


and Indore , 

(4) Improved organisation for collection and distribution ot 

troods has made it unnecessary for industries to remain wedded to 
the local markets. They can thus move out with advantage, this 
leads to decentralisation. 

(5) The last war has shown that centralisation is dangerous, as 
a crowded area is more vulnerable to bombing from the air. Wise 
governments, therefore, encourage the spreading out of industry. 
The industry gets decentralised. 

Most of the Indian industries suffer from over-centralization. 
A degree of decentralization is essential. Decentralization however 
does not necessarily mean decentralization of control. A mill 



110 


introductory economics 


bad 


•Started in undeveloped areas may still belong to the people who are 
in the industry A Swedish combine has established a net work of 
m atch * factories all over India. There is centralized ownership and 
control but decentralized production. Decentralised economy .s the 
goal of our economic development as visualised in our Five-\ear Fla 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

_ _ • nf Division of Labour. It means splitting of the making of an 

anic,and assigning each to a different group of 

workers. r „ mnle _ Division of Labour. When we cannot find out how 

mu ch S ”f ta“ur" doe. iu » combined .ask, it i= Si,up b »■«—»/ 

^“comply Division oj Labour. Each man is aseignad an incomplete, but a 

separate, process to perform. 

Forms of Division of Labour : 

(t) Specialisation by trades. 

Hi) Specialisation by tasks. 

Specialisation by complete processes. 

(iv) Specialisation by incomplete processes 
(v Territorial or geogroph.cai division of labour. 

Economic Effects of Division of Labour. Effects are both good and 

(1) Production is cheaper, but mass production does not satisfy 
individual tastes. 

! Labourer^ work has been simplified, but the work has become 
l3) monotonous, and the risk of unemployment has increased. He is 

(4) Ttet,“7no°mfe h :,r„7«“rbul the problem of Labour ». Capital 
has risen. 

Merits of Division of Labour : 

(1) The right roan in the right place. 

Practice makes a man perfect. . 

(3 Machinery relieves man of strenuous and monotonous work. 

Ul Long training is unnecessary for the worker. 

( 5 ) n leads to the introduction of machinery. 

Mil Mass production is cheaper. 

(71 Standardised production oxtonds tbe market. 

, 9 ) Spec ial i sat ion Vu the entrepreneurial work has increased pro iucti- 
vity. 

Demerits of Division of Labour : 

(1) Work has become irksome and monotonous. 

(2) Creative instinct has been killed. 

(3) It checks mobility of labour. 

(4 1 It inceasea chances of unemployment. 

(5 The worker becomes narrow minded. 

(G) It has killed the sense of responsibility in the worker. 

(7 The worker’s skill has deteriorated. 

(8) Evils of the factory system. 

(91 The problem of distribution rendered dithcult. 

(10) Too much specialisation means dangerous dependence on others. 

Conditions of Division of Labour : 

(t) Spirit of co-operation and compromise. 

(,•{) The size of the market. 

(i,i) The nature of demand. 

(tv) The conditions of trade. 

(v) The nature of the industry. 

(ui) Availability of labour and capital. 
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Localisation or Centralisation of industries : 

, u meaning —Some place, or areas special- in the product.cn of cer.au. 
articles. 

Causes of Localisation : Nearnos8 to raw materials. (3) 

(1) Natural factors like t| m • Nearness to markets. (6) 

Proximity to power. (4) frert'hty f of tramed labour. (8) Political 

Availability of capital. < ‘) Ava.iaoimy 
•patronage. (9) Momentum of an early start. 

Causes of Persistence of Localisation . 

(1) Trained labour available. 

(2) Financial facilities. 

(31 Moans of transport specialised. .. . 

(4j Supplementary and subsidiary industr.es estobUshed. 

(5) Industrial inertia. ... . . 

( 6) Technical journals, research and trammg ,nst.tu.es. 

Advantages of Localisation : 

$ of labour, a regular labour 

market developed. 

(«'»») Banks grow U P\ d subsidiary industries stimulated. 

'Cl rvX-S'X'mZs^fn.portlnd communication. 

<S reseitrch^and training in. itutions established. 

W S2S the^ndustrialiats and labour becomes possible, 
(x) Improvement in industry. 

.Disadvantages of Localisation and their Remedies : 

(il Exclusive dependence on one industry. 

5 SSSSESnrars - - 

business of others. 

,2 Over-congestton'tehs^upon tbe health and efficiency of the worlrers. 

(S Danger from air bombing in war tunes. 

Remedies : . , ■ „ 

(o) Starting of subsidiary industries. 

(6) Decentralisation of industries. 

Cases of Decentralization or De-localization : 

(») Advont of electricity. 

,!S8 SrKs^inttoTdTaUtie: and concessions available in new 

W Improved organisation for collecting and distributing goods. 

(u) Fear of bombing. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. What do you understand by •Division of Labour ? What 

'-•'a^sesaswsss^sS 

(F „r meaning of division of labour see Secs. 2. 3 and 4. For the second 

port see Sec. 8 (2)]. . . Labour f Discuss its merits and 

»» ^ ■■ p - v ■ ,m 
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4. DesoriU ,h* of Dimoion of Labour cud 

^7 {0 |****« » “ 

°j labour ? ^ D . m . 8ibu fl/ L(jb nec „, a rily beneficialj ^ ( P * U * I942) 

(c) “Division oj labour w nol an unmixed blessing. Discuss. 

1(a) To some extent it is true that the extent of the market ia limited, 
by division of labour. Division of labour results in standardised, 
production on a large scale This .widens ti.e market . Ken * 
the extent of the market is limited by division of labour But 
it is more true to say that division of labour depends on the 
extent of the market. The larger the market, the greater is th 
scope for the introduction of division of labour (See Sec. £.2). 

The fact is that the market and division of labour are inter- 
dependent. 

(M No It is not necessarily beneficial. No doubt, there are many 
<6) benefits of division of labour (See Sec fi). But there are also 
disadvantages (See Sec. 7). On the whole it is beneficial.] 

6 Is it true to sa y that division of labour increases immobility of 
ShoJhow division of labour is limited by («) ^ 

nature of , Locn lUation of Industry ’ ? In what parts of Inaia are 

the industries named below localised and what are the reasons for their localisation 

theTe \a) Colton Industry* (b) Glass Industry, (c) Leather Industry. Wj r °* 
and Steel Industry, (e) Jute Industry. 

[(a) Cotton Industry is localized in Bombay. It is due to damp climate 
port facilities for tho import of machinery and cot ton, and export- 
of yarn, cotton-growing tracts nearby, availability of finance and 
entrepreneurial ability. 

Glass Industry. Ferozaba.i (U.IM Cloy and sand used in the in- 
dustry are found in the neighbourhood ; wide market. 

Leather Industry. At Kanpur and Aura in tho U.P. duo to Govern_ 
ment patronoce and availability <*t hides; also in the part or 
Madras Presidency as tanning materials are obtained locally from 
the bark of a tree. 

(d) Iron and Steel Industry. In Bihar and Bengal, in close proximity 

to coni and iron ore mines. . . . 

(*i Jute Industry. Round Calcutta where tho raw material anti power 

aro easily available. 

8. What are the factors leading to localisation oj industry? Mention ther 
consequences of such W up J953 . B ,/ inr / 953 ; Bombay 1954)- 

[See Secs. 10, 12 and 13.J 

What do yon mean by territorial division of labour I 
possible drawbacks. [See Secs. 9-13.] (U P. 193z ; Delhi 1955) 

9 Discuss the causes, advantages and disadvantages oj localization oj 
industries. (See Secs. 9. 10 and 13.] (Ajmer 1951) 

Or, . 

What are the causes of the localisation of industries? IF/mt are its chief 

„dva, [See Secs. 10 and 12.] (C.U. 1956* 

10. What are the causes which have l e d ( 0 the decentralisation of industries r 
l See Sec 15.) 
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AGENTS OF PRODUCTION ( Gontd.) 
CAPITAL AND MACHINERY 


Cash alone is nut Capital 

, j .inn We have considered two primary factors 

x. Introduction coine to the third factor— 

of production—land am a . Dr j mar y or original factor. It 

capital which ^ » 

X^^^' a ' u,r - 11 is t,,e pro,luot 

,ab0Ur 2 . Nature of 

in which the terra ca^a « “ J in I he bank. To h.ra a 

street, capital mean .-'" h “ A businessman has a different coueep- 

capitalist is a moneyed man , f , lctory , tools, raachn.es, 

tion of capital In «£P» ^ ^ 

office equipment. * ' . of cap jul is that it consists of that 

The economist b i l ^“ thcr thar i Und which is used in the 
part of a man s wea t which yields an income. Just 

production of further wea ltli. Probably he owns some land, 
-think of a rich man an< factory or a shop, and keeps a car. 

has a fine house to l.vr.m. ran, "7^ and ^ car yield h.ra 

Out of these, the house. « capital, as they are not used for 
direct satisfaction. T ‘ Y ‘ , j factory and shop help him m 

further production. Lut his^ an(1 ia „,>t considered 

production, f^nd * P' . | oomo under capital. 1 hev help 
capital. But the lac <>| y f|1 J ther wealth and yield him income, 

the owner in the product.o tools an d machines and the 

An » lhi "' J th0t helPS 1 

or yields income i, copM £‘ hldividual point „f view or 

Capital may be looked at t individua l point of view, 

from the sooial point of view. { u . income, while trom 

capital is that part of wealth whichin the 

SSWldch fjm both t T hTP^o^Th^d p^d,Joo 

from hi- point of view. But the' , in B1I1(1 | ; ,, They 

•collected in making bombs and shell* vUncli cn 
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probaWy "Jed 3 “ i TbeZ^Zettu, keep the individual and 
the sooial points of view separate to avoid confusion. , 

When land and labour (or Man and Nature) co-operate and 
work together, wealth is produced. A part of the wealth is used m 
satisfying human wants immediately and directly. The rest u, used 
for producin'* permanent goods which will satisfy human wants later 
on, but indirectly. These intermediary goods used P[ od “= 6 
ing further wealth are called capital goods or capital. We 
can illustrate this idea after Penson as follows : 

Productive effort results in wealth. 

Wealth is either consumed or saved. 

Saved wealth is employed as capital. 

Capital assists fresh productive effort. 

Wealth and Capital. From the definition of capital, it is 
clear that capital consists of valuable economic goods a Inch are 
scarce. Such goods are called wealth in Economics. All capital, 
therefore, is wealth. But all wealth .8 not capital. Only 
that part of wealth, which is used productively is called c pita) 
The car which is used for personal enjoyment is wealth, but not 
capital. Wealth and capital are, therefore, not synonymous. 

Capital and Money. Capital may take the form of money, 
when it is put in a bank. But capital also consists of tools, 
machines, seeds, etc. which money buys. Hence capital may or 
may not be money. When money is used for making more money, 
it is capital, but when it is hoarded, it is not capital. Thus 
money may or may not be capital. 

Capital and Income. Capital and income should be distin¬ 
guished from each other. The factory that a man owns is his 
capital but the profit that he pets out of it every year is his income. 
Capital is a fund (or stock) and income a flow. Income Hows 
in at regular intervals. It is calculated per week, per month or even 


per year. 

Arc Consumer's goods capital ? Capital consists of produ¬ 
cers 'mods, i.c. goods used in production. But consumers’ goods in 
the hands of producers are also capital. If a factory owner keeps a 
stock of wheat for his workers and uses it to feed them, this wheat 
assists production, and is, therefore, capital. Food may thus be 
regarded both a producer’s good and a consumer’s good. A car 
when used by a doctor for an evening drive is not capital but when 
used for paying a visit to his patients, is capital. Some economists, 
like Benliam, regard most consumers’ goods as capital for they yield 
satisfaction to consumers and enable them to produce further wealth. 

Is Land Capital ? Logically land should also be regarded as 
capital, because it is a type of wealth which yields an income. But 
land is by itself so important and so peculiar that it is best consi¬ 
dered a separate lactor. Lund is nature’s free gift to man ; it is 
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limited in area, and h of infinite variety. On the other hand, 
capital is man-made, and can he increased at will. Land lacks 
mobility, whereas capital is fairly mobile. Land has no supply price, 
i.e. its supply docs not depend on the price for its use (t rent). 
If, therefore, rent falls, its supply cannot be withdrawn. But the 
supply of capital varies with its price (« e. interest). For all these 
reasons land is not regarded as capital. 

3. Importance of Capital. There cannot be two opinions 
about the importance of capital. Even in the most primitive stage 
of civilisation man felt, the need of some kind of tools. The hunter 
had his bow and arrows, and the fisherman his net. In the pastoral 
stage, the herd of cattle was mans capital. In the agricultural 
stage! a number of implements were required which made man more 
dependent on capital. Seed could not be sown without thorough 
ploughing : and a plough was needed. Even sowing needed some 
implements to ensure the seed being planted in rows and uniformly 
scattered. Fields could not be irrigated without the aid of tools. 

In modern times, which may be called the industrial stage, 
capital has assumed even greater importance. Huge cranes, powerful 
engines and machines of precision and delicacy are in use. There 
are railway trains and steamships, mills and factories. They are all 
capital. Is any production possible without them today ( Perhaps 
a few goods could be produced without them. But the volume of 
production needed to support the world population today could 
never be obtained without them. 

For some tasks machiuos are indispensable. In other eases, 
they make an immense addition to man's capacity for production. 
Man has been able to attain a measure of mastery over nature only 
through capital. 

The economic prosperity of a nation is in direct proportion to 
the capital it owns. A country without capital must remain poor. 
Today capital dominates and controls production. Labour plays a 
second fiddle. The importance ot capital, therfore, can hardly ho 
exaggerated. 

4 . Origin and Growth of Capital. If the primitive man 
wanted a fishing net, he needed food to live on while he was busy 
making it. In other words, to have capital he must abstain from 
consuming all ho had. Thus capital was partly the result of waitnuj 

and abstinence on the part of man and partly of liis diligence and 
industry. Passive wuiting alone cannot produce capital. 

Once having come into existence, capital adds to the produc¬ 
tive capacity of man, and helps in the creation ol more capital. 
The effect is cumulative. When the primitive man makes a fishing 
net, he is able to catch more fish with less fatigue. This feeds him 
better with much less exertion. Now he can make more and better 
fishing nets. 

The growth of capital in a country is duo to two sets of forces : 
the power to save and the will tv save. Let ua now study these 
forces. 
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■ as 

iSgllfflii 

come will be large, and capital will accumulate. 

(in Channels of Investment People have greater power ot saving 

barren. ^ stimulates saving. If the currency 

is unsound.unstabfe or unpopular, it will discourage people from 
saving. Who wants to keep defective currency . 

(tv) ,1 well planned system of taxation not only enabesagovern- 
ment to secure enough funds for its purpose, but also eaves trade 
and industry free enough to flourish. Heavy t^ca cnpple and 

crush industry. Some industrialists believe that the b. 1.1 (Lxcess 
Profits Tax) handicapped Indian industry and cheeked its 4 
ment during the war of 1939*45. Liaqat Ah Budget (1 Wi- 48JIdis 
ooura-ed investment and militated against capital formation. Sue 
taxes'stand in the way of increase ol capital. 

Some of the above factors also affect the will to save. or 
example, a heavy tax discourages saving. A good banking sjste 

induces it. , . 

The will to save depends on the motives which induce n man 

to save. There are, besides, some external factors also, lhey are . 

(v) Provision against old age and unforeseen emergencies. A man 
saves money during his working life, because he knows that a time 
must come when he will be too old to work. He must live on his 
savings. He also saves to provide against a rainy day. Some emer 
cencies and unforeseen expenses do arise, and he must have the 
means to meet them. He may fall seriously ill, or he may have to 
help a relation, or a friend in need. 

(ui) Family affection. A man saves money in order to ensure 
his family au adequate income to maintain a suitable standard ot 
tile. Family affection thus strengthens the will to save. 

{vii) Desire for success in business. A man’s desire to achieve 
success in business acts as a great incentive for saving. Without 
saving money, a man cannot have capital enough to ensure success 

in business. 

(viii) Desire to win social and political influence. In these days, 
social iutluenco and political powers come with money. Not only is 
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or 1, the greater 

(x) Bat* of intend. Th \vlfen the rate of interest rises, many 
is the inducement to save. are tempted to save, 

people, who were not saving belo • esagger ated. The rich 

But the effect of the rate of m.ere ve The rate of 

man saves notto earn interest but because ^ ^ t00( who 

interest does not influence him much. J xn a year), a rupee 

saves OQ ly a »■»»« amuunt tLetrio harily'’b^considered enough 

xrs zr:" ^«—- is nut 

a d °trtS-of ^t M te the oppose effee, 

the rate 1 ! ■» "«• “> * ““ 

’** ” Hence much importance should not be attached to the rate of 
interest as a factor in cap it a 1 ^ the Government of the 

JA-Sk'f.ss 

s"i:"=™;£X :..i, <—»• 

•-•tsritrx r;2 tsA-ssz 
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power is lacking. Hence t ere countries. In Europe and 

capital in India than in the mtch. Enormous 

America, industrial efficiency ^ e asy. The conditions 

incomes arc earned, out of * ‘ ^ the people there are able 

there are ideal for savmg. N . Nvhicll not only sulliee tor 

sarw a... - — r” 1 -".. 

capital formation. The middle cla86e * wound* of prolonged 

invest, have not been able to recover from tl ^ thftt lbe indue- 

inflation. Investment is also discoui age > heavy 

tries may be nationalised. The ndustr.alists a so ay d t ,/ 6 

lid libera, policy towards ^ ‘ c0 „„mic 

capacity of the businessmen to save To ’ taUen up a 

development, however, the Governmon r The measures 

number of measures to step ‘ r eomp ’nsalio,. in case of 

include tax relief, assurance of pro? ', vn volume of tnvest- 

“ a e‘^ Government Is cCi'dJabV increasing capital formation in the 

country. 
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5. Forms of Capital. Capital does not take the form of 
money or machines only. It assumes several forms some o ^ IC 
are given below :— 

fixed Capital It is clear from its very name that this foira of 
capital is of a peimanent nature, e.g. plant ami machinery. It 
continues to give service for a number of years, and is lasting. 

Circulating Capital, on the other hand, is not of a durable 
nature. It serves its purpose only once. It is finished up in one 
use. and can no longer serve as capital. The example is that of raw 
materials like cotton and jute. They get used up in the manufac¬ 
turing process. Circulating capital also refers to the stock 01 finished 
products or consumers’ goods. 

It. is worth noting that the same thing may be fixed capital 
for one person and circulating capital for another. For a dairy the 
live-stock is fixed capital, but for a breeder, who sells cattle, it is 
circulating capital. The machine is fixed capital for the manu¬ 
facturer of goods, but circulating capital for the machine-making 
factory. 

Sunk Capital. When capital has been so used or invested that 
it cannot be put to any other use, it is called sunk capital. It has 
become specific for a particular use. For example, a farmer may 
spend Rs. 25,000 on a tube-well. The money has been sunk in one 
uae. It is no longer available for any other use. It is sunk capital. 

Floating Capital, on the ot her hand, is non-specific. It. can be 
put to any use. Capital in the form of money can be invested in any 
industry. It is lloating capital. 

Working Capital means the capital which is used in running a 
business, e.g. the stock of raw materials, semi-finished goods, and 
finished goods which a manufacturer, usually maintains in his godown 
to carry on his manufacturing business. Money for payment of wages 
to labourers is also included in it. 

6 . Functions of Capital. Capital is valued for the very 
useful functions it performs in the production of wealth. In fact, 
production would almost come to a standstill without adequate and 
suitable capital. 

The following are its main functions :— 

(i) Sitpjtly of Hair Materials. Capital supplies raw materials. 
Every businessman must have on hand a sufficient supply of raw 
materials of a good quality. A cotton mill must have cotton ready 
in its godown ; a paper mill must keep straw or bamboo cuttings ; a 
sugar mill must buy large quantities of sugarcane, and so on. This ib 
undoubtedly very essential, otherwise how is production to go on ? 

(i#) Supply of Appliances and Machinery. Another equally 
necessary function that capital performs is the supply of tools, 
implements and appliances. It is clear that these things are essential 
for production. Without their aid large-scale production is impossible. 
Tools were needed even in the moat primitive stage of economic 
development. But they are all the more necessary today when 
production has become capitalistic. Modern industry is highly 
mechanized in the West ; even agriculture employs all sorts of 
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on,chine, like tractors, threshers, harvester-combines, ere. All these 

<irc obtained with capital. abundant, there is not so 

In India, where labour u and labour-saving devices. 

great an urgency for u ?e number of machines of various 

But even here an increasing > • - . , {h mo dern machines 

are being put .n - To supply machinery 

turns out a large output at lea* co , j ^ itK ,. 

B, therefore, a very iropo - t | provides subsistence to 

(*•») in production. They must 

the labourers wlule Production todav is a long-drawn- 

h .ve food, clothes and lodging. stft „ e ,.' It mav be after 

out affair, and has to pass thro gh St *£ bring income to the 

yars that the goods read the mark*t *- this is 

m rnufacturer Means must he found to hndgoth.s ^ of s „ bsis . 
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■wroii^ purpose results in les3 I • j costlv machinery 
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not work well, and are bonnd to be damaged. Labonr and capita 
work together. The efficiency of the one obvious!} depends on 

efficiency of the other. . « . „ 

(vi) Regular and Adequate Supply of the Raw Materials. To tu 

out commodities of a good quality calls for a regular suppl> of 
suitable raw materials. A good machine using third-rate materials 

cannot turn out first class goods. 

(Vii) Managerial Efficiency. Production is a combined ello £ 
Unless it’s properly organised, it will make a mess. M«ob depe.^a- 
on the personality and the ability of the man at tbe holm An 
inefficient, manager cannot make the capital equipment yield the best 

results. 

8 . Mobility of Capital. Mobility of capital refers to the 
readiness with which capital moves Irem one place to another, or 
from one country to another. It also means the extent to winch a 
certain capital equipment can be put to alternative uses. 

There is no doubt that capital moves more freely from place 

to place than labour, yet it will be wrong to think that capital la 

absolutely mobile. The mobility of capital depends really on the 
form that capital takes. Working capital is fairly mobile. Capital,, 
in the form of money, is absolutely in a floating state and can be put 
to any use and may be taken anywhere. A slight difference in the 
rate of interest offered between, say London and New York is sur 
to move capital, which is meant for short-term investments, from 
one centre to the other. The raw materials and semi-finished goods 
possess a little less mobility. The tools and implements and simple 
machines, which can be used in every industry, are also quite mobile. 
But the most important and the most expensive part of capital 
consists of fixed or the sunk capital, e.g. heavy machinery factory 
buildings, etc. This type of capital lacks geographical mobility nor 
can it be easily diverted to any other use when specialized. Even 
if it is not earning good profit, it must continue m the same .rade. 
Hence mobility of capital varies with its form. In the iorm of 
money, it is most mobile and as fixed capital, it is least mobile 

It will however, be wrong to think that capital is absolutely 
immobile. Capital is of impersonal nature and it moves more 
readily from place to place. It has almost become cosmopolitan 
in character. Machinery with very slight modifications can be 
made to turn out a fairly large variety of commodities. Even if it 
can produce one commodity, it can be made to produce different 
designs of it. Further, llexibility to capital structure is given in 
another way. New savings are diverted to new uses and the 
old plants are not. replaced exactly in the same form, if conditions 
have changed. Hence we may conclude that for practical purposes 
oapital possesses a fair degree of mobility ; at any rate it has greater 
mobility than is generally supposed. 

Nevertheless it cannot bo denied that there are several obstacles 
in the way of capital moving from one place to another. Inter¬ 
national political security is yet lacking. Mobility is impeded also 
by State control of investment, the general preference for home 
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investments and the liability to heavier taxation in other countries 
and the uncertainty of beiug able to bring the protits home It is 
checked by any other factors which keep the capital sticking to 

home investments. 

That there is comparative immobility of capital is shown by 

the fact that we have got a separate theory of international trade. 
No such theory would have been necessary it labour and capital had 
been freely mobile. India in recent years has been wooing foreign 
capital but has not succeeded much. 

In India, the degree of mobility is even less. India is a vast 
country inhabited by diverse people, speaking different languages 
and having different customs. The system of taxation in the various 
Indian States is also not uniform. People with money generally 
prefer investing it in land or housing property, or they engage in 
money-lending. Spirit of industrial and commercial enterprise is 
lacking. There is also the bad habit of hoarding and the fondness 
for ornaments and jewellery. Frequent company failures and bogus 
company promoters also frighten away capital. Adequate credit 
and banking facilities are lacking. Business morality is not too 
high. In view of all these factors, Indian capital does not move 
freely from one place to another inside the country, not to speak o 
its movement abroad. Indian investment in foreign countries is 

next to nothing. 

q. Capitalistic Production. Production in modern times 
has been called capitalistic because its outstanding feature is the use 
of capital on a large scale. Huge amounts of money are spent on 
intermediary or producers’ goods, Even for the production o 
simple articles, expensive machinery is used. Hunk of any mdu. tri 
unit-a cotton mill, a sugar mill, a cement factory or iron and steel 
works. Everywhere you will liiid operations being carried out witn 

the help of costly machines. 

Capital was used oven in the earliest stages of human civilisa¬ 
tion. But then it consisted of a few crude implements which .t dm 
not cost much to make. Today, capital is not only indispensable, 
hut is very costly. We know that everybody cannot start a busim se 
these days. It requires large capital. No businessman can success¬ 
fully compete with his rivals in the market without adequate lui.d.. 
Capital wholly dominates production in these days. Hence piodac¬ 
tion is called capitalistic. 

Capitalistic production is round-about production. # lhis m<M “* 
that much greater effort is being spent in the making oiinst rumen 
of production than in the production of consumers' goods which gi 
direct satisfaction. The greutcr the amount of capital m use, 
more indirect is the production. A savage living on the ban .k o 
river can catch a fish or two even with his bare bands. ‘ ‘ 

production is simple and direct. But to catch more fis »• 
has first to make a net and a boat, however, primitive 1 > > Uie 

This means that production becomes indirect. In » no '* • 

fishing industry is so advanced that it needs undaborat ^ ^ 

of motor-boats, costly nets, and even explosiv *■ efficient 

to spend large amounts of money on this equipnien 
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fishing i* possible. In other words, production has become more 
indirect and round-about. The chain of processes required for 
production is being lengthened out. 

Round-about methods are adopted simply because they aro 
more efficient and productive. These methods definitely increase 
the productive capacity of the community. In fact, “the longer 
way round has proved to be the shortest way home. 

USE OF MACHINERY 

10. Introduction Modern age is the age ol machines. 
Wherever we may look, we shall find some sort of machinery in use. 
Machinery has become a hall mark of civilisation. In advanced 
countries, man is being increasingly replaced by machinery. The 
latest, electric fittings in residential houses in the West have dispensed 
with domestic servants. Ploughing, sewing, harvesting and watering 
are all being done by machines. Only a few labourers are needed to 
work these machines. Coal is not touched by human hands from 
the pit to the wagon. Many tinned foods are wholly processed by 
machines. In the work of production, man seems to be rapidly 
becoming superfluous. 

n. Benefits of Machinery. Machinery is being extensively 
used because of certain advantages. The following are the chief 
advantages of the use of machinery :— 

(I) Use of natural forces. Machinery has harnessed the forces 
of nature in the service of man. Man can fly in the air; be can send 
messages thousands of miles away ; he generates electricity from 
waterfalls. All this he has done with the aid of machinery. For such 
jobs the use of machinery is indispensable. 

{2) Heavy and delicate work. Tasks, which are too heavy or 
too delicate for human muscles to do. can easily be done by a machine. 
A crane can lift loads which man never can. No man can produce 
Bilk as fine and delicate as a spider’s web, but a machine can. 
Without the aid of machinery such jobs would not have been done. 

(;i) Faster work. While a man can make only a few dozen 
pins in a day by himself, with the help of machinery he can make 
thousands. A charkha cannot spin as much yarn in a year as a 
spinning machine can in one da)’. We value machinery for the 
speed with which it works, and in the modern world speed matters 
the most. 

(4) More accurate rcork. No painter can paint exactly the same 
picture twice. But machine can turn out thousands of identical 
articles Production haa thus been standardized. Only machines are 
capable of ma«8 production. 

(5) Strain on human muscles relieved. The work of the labourer 
has become much lighter. He has simply to pass a knob, and lo ! 
the machine starts working ! Thus machinery has proved a great 
blessing to the workers. 

(fi) Cheap goods. The use of machinery has resulted in large- 
scale production ami has reduced costs to levels never dreamt of 
before. Thus cheap goods have been placed in the hands of 
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Consequently the standard of living has risen. 

(71 Mobility of labour. Inmost indusnea the machines used 
are v v similar A ivorker. therefore, can easily move Iron, one 
hlltry to another. This is helpful in relieving or preventing 
unemployment as veil as finding better jobs. 

(8) More employm'nt. The introduction of machinery has 

laymen"* "eToifg mlUine^m.aVes'more employment 

than displacing labour immediately. 

( 9 ) Disagreeable jobs. All dirtv jobs can be done by machines 
Human heiims are thus relieved of all disagreeable and unpleasant 

»bi.i,.» 

given below : - machine can do the work of many 

(11 Unemployment. One . Qut Qu| R few workers 
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monotonous and irksome, i ne . i ; .... i ,i av out. 

go on performing a few mechanical operations da\ m an 

It li'is increased nervous strain. ... • _ ^:\\ i.. w 

m Lots of skill. The craftsman with the superior skill has 

machine What a great nations! loss ! 

4 <W. fistic. A painting is a thousand turn, nm re 
• . C j . tllfU1 .. photograph. The former has character ami colour 

th“ litter ili j-t .VA- individuality. From the .. it of 

view of art. it is a great loss. 

(:,) Dependence Machinery has increased our ‘YXrTwork- 
.. { \\’ f , depend for our water and light on the satisfactory 

ISg h ” AZ ami the puwerdiouve. A-i.- -ult 

.in the supply of these necessaries being cut off at an) 
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may mean not only inconvenience but serious dislocation of normal' 
life. 

(6) Destructive. Man’s capacity to destroy and harm has 
grown a thousand-fold. Look at an atom bomb. A flourishing city 
like Hiroshima was destroyed in a moment. Wars have become 
more terrible now. We must condemn machinery for the destruction 
it brings. 

(7) Insanitary surroundings. Big factories pollute their 
surroundings and make them filthy and insanitary. Tender children 
and women are put to work in them. Thus machines and factories 
have killed the joys of family life. This has led to moral degradation, 
and physical deterioration. 

(8) Over-specialization. Machinery leads to too much specializ¬ 
ation. A Worker has a narrow sphere of work, and he knows 
nothing else. This over-specialisation increases the risk of unemploy¬ 
ment. 

(9) Class-conflict. Use of machinery is responsible for class- 
conflict—the capitalist on one side and the labourers on the other. 
The class-conflict has led to disruption of social harmony. It is • 
becoming sharper every day. It is responsible for so much unrest 
that prevails in the world today. 

Conclusion. That the introduction of machinery has caused 
certain social and economic evils cannot be denied. But it should 
be remembered that it is mainly the abuse of machinery which is 
responsible for these evils. There, is nothing wrong with machines. 
Man uses them to destroy his fellow men. It is he who employe- 
them to exploit others. The machine is only a passive instrument. 
If it does harm, the blame is wholly man’s. This harm is preventible. 

Machine work is no doubt monotonous and irksome, but the- 
introduction of machinery has provided the workers more leisure. 
The hours of work can bo shortened. The other evils of factory 
system too can bo remedied. Machine products are not necessarily 
inferior. They are improving in quality and becoming more artistio. 
A streamlined car of today is a thing ot beauty indeed. If we want- 
to make our lives fuller and il our country is to compete successfully 
with other countries in trade and industry, the use of modern- 
machines is essential. 


J 3- What Limits the Use of Machinery ? Machinery bae> 
many advantages. But it is not always possible to introduce it. 
Machinery is out ot place in the following circumstances:— ✓ 

(1) Individual tastes. When production has to suit- individual' 
tastes, it is not possible to get up machinery. Machinery can 
produce only standardized goods. The village shoe-maker cam 
embroider shoes in a dilferent pattern every time to suit the liking 
of each customer. The handloom weaver can make cloth varying im 
width, and turbans and dhotis with different borders. In such eases,, 
the handloom has an advantage over the power-loom. Hence, where- 
each customer has his own whim, only :v handworker can satisfy alb 
ol them. A machine, for instance, can never replace a tailor. 
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(2) Costbi materials. Machines cannot be used where the 
material used is exceptionally costly. The making of jewellery, 
where gold, silver, pearls and diamonds have to he used cannot be 
entrusted to machines. Machinery involves the employment of a 
large number of workers. They cannot be trusted in trades 
raw materials are weighed out in'grains. 

m Nature of industry. There are certain industries where the 
operations cannot be reduced .0 a few simple mechanical movements 
c ,j. in agriculture, horticulture, etc. In such cases, machinery eau 
have only a limited use. Man plays a much more important part 
here than machines. Although machines are being more■ exten.dve'y 
used in agriculture in the West now, yet it will have tn.be admit _ 1 
that there is not the same scope for their use in agriculture as, in 
manufacturing industries. 

(4) Nature of demand. Whore demand is small and fluctuating, 
it is obviously not worth while to instal a machine. A machine is a 

costly thing, and no man . facturer will instal it, unless lie hopes 

have large sales and the demand is steady. 

(:>) Artistic work. Works of art must always remain the 
peculiar domain of the handworkers. Painting can never be none by 
machines. Machinery must keep itself out from the field of art. 

(0) Chwp labour. Where labour is cheap and machinery dear, 
the producer will be reluctant to spend money on machinery. India 
is such a country. Here mechanization cannot be adopted on the 
siune scale as it'is in the West. The use of labour is more economical 

than the use of machinery. 

WHAT HAVE YOU LEARNT FROM THIS CHAPTER 

Meaninz of Capital. Capital in that part of a man’s wealth other than 
-land, wh”i“? used in the production of further wealth or which yields an 

income. 

From the individual point of view capital yields an income 'nU ^mthe 
social ooint of view it aids in tho production of further wealth. U-ncra ly it 
does both. But sometimes it yields income to tho individual without helping 
in tho production of further wealth, eg. war bonds. 

Wealth and Capital. All capital is wealth, but all wealth is not capital ; 
only wealth used in production is capital. 

Wealth and Money. Capital may take tho form of money ; it may a so 
exist in some other forms, e.g. machines and raw materials. Similarly 
may bo capital if it is used in production, and not capital if it is hoarded. 
Hence all capital is not money, nor is all money capital. 

Capital and Income. Capital is a stock ; income a flow. Income is what 

capital yields. . 

Are consumers' goods capital ? In tho hands of tho producers, yes ; in the 
consumers' hand •. opinions differ. Economists, like Bonham, regard thorn as 
• capital even then. 

Why is Land not Cajnlal 7 Land is very peculiar. It is limited ; it h is no 
supply price ; it is nature’s gift ; it has infinite variations, und rt is nnniobilo. 
Capital is mau-maio and its supply cun be increased. 

Importance of Capital. In every st-go of economic evolution, capital 
existed in one form or another. In modern times, it has asoumod tremendous 
importance. No industry can bo run without it. The economic prosperity of 
a country depends on tho umount of capital it can command. 
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Origin and Growth of Capital. It originates in saving or waiting or 
abstinence. Its accumulation depends on : 

(a) Power to save, arid (6) Will to save. 

(a) The /•oner to s a tv. depends : 

(1) Surplus of production over consumption. 

(2) Channels of investment. 

(3) Sound system of money. 

(I) Sound system of taxation. 

(b) The trill to save depends on : 

(f>) Provision against old age and unforeseen emergencies. 

(0) Family affection. 

(7 1 I>esire to succeed in business. 

(N» Foret? of Imbit. 

(9) Pate of interest. 

(10) Desire to win social and political influence. 

(11) Law and order in the country. 

Conditions for capital formation are not favourable in Indiu at present. 
Forms of Capital, Fired Capital , e.g. machines. 

Circulating Capital , e.g . raw materials. 

Sunk Capital, that which has become specialised, and cannot bo used for- 
any other purpose. 

Floating Capital, that which can be put to any use. It is in tho form of 
money. 

Working Capital , consists of funds used in running the business. 

Functions of Capital : 

(1) Supply of raw materials. 

(2) Supply of appliance*. 

(3) Provision of subsistence. 

(4) Providing means of transport. 

Efficiency of Capital. 

(n) Quality of capital, 

(M suitability for the purpose. 

(r) proper balance between different parts, 

(r/) right, application, 

(e) labour efficiency, 

(/) regular and adequate supply of raw materials, and 
(r/) managerial efficiency or organisation. 

Capitalistic Production— mes \nruo amount of capital. 

Production is indirect and round-about. 

Use of Machinery. Its benefits : 

(1) Use of natural forces for man’s benefit; 

(2) it can perform task s too heavy or too dolicate for man’s hands 

(3) it works much faster ; 

(4) it. works much more accurately ; 

(5) it. relieves strain on human muscles ; 

(G) it makes large-scale production possible ; 

(7) it makes mobility of labour easy ; 

(8) it creates employment ; and 

(9) it relieves man of many disugreeable jobs. 

Its evils : 

(1) It creates unemployment. But this is only its immediate effect • 

ultimately it creates more work. ** 

(2) It has iniido work tedious and monotonous. 

Cl) The skill of the craftsman lins deteriorated. 

(4) Machine product is not artistic. 

(. r .) It has made man more dependent on others. 

(0) Man’s power to destroy has in reused. 

(7) The evils of tho factory system. 

<8) ^” d much 3 P ecia,ieatioD has a narrowing influence on worker’s 
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(9) It bus created class-conflict. 

Limitations on the use of Machinery. Machinery has not much scope 
in the follow ins; cases : 

(a) whore individual tastes count, 

<l>) whore the material used is exceptionally costly, 

(o where operations cannot be reduced to a few mec hanical move¬ 
ments, 

(d) where demand is either small or fluctuating, 

(e) in works of arts, and 

(/) where labour is cheap and machinery dear. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Mention the various forms of capital and distinguish in particular I el ween 
fixed capital and circulating capital. [See Sec. 5.J (U.P. Board 1958) 

Or, 

Stale what capital is and what its different forms are. 

[See Secs. 2 und 5.] (Qauhati 1953) 

' 2. Distinguish between (a) capital and wealth ; (M capital arul money ; and 
(c) capital and income. 

3. Are the following capital goods ' 

(а) (1) Straw in a bam ; (2) Straw iu a hat factory ; (3; .1 straw hat in 

a hat shop ; (4) A straw hat in your closet. 

(б) fl) A fire-cracker in a store ; (2) .-I fire-ciacker in your hand ; (3) .1 fire. 

cracker in the air. 

Or 

What do you mean by capital ‘ .-Ire the following capital 1 
(a) motor car of a doctor, lb) fountain pm of a student, (c) grain in the store 
of a contractor ’ ? (Vtkul I "ter. A rts 1959\ 

1 (a) (1) Yes. (2) Yes. (3) Yes. (4) No. 

«,) (1) Yes. (2) No. (3) No.) 

i/'4. How would you distinguish land from capital ? ISeeSec. 2J (Delhi 1953) 

Indicate why they should be regarded as two separate factors of production 
rather than as one. ^tkal Inter. Arts 1958) 

6. Whnt nrt the Judor* which ifjloencc no riiuj t l>o you thnk I hot s< *tnn 
of joint family is conducive to racing 7 [Bihar l9>3) 

[Sec So j lion 4. The joint family system is not conductive to siiMint 
because it en'ouraces idleness on the part of the members of the 
family. All members want to earn the least and spend the most. 
There is a lot of waste and little saving | 

0. What is capital? What are the. factors which influence the growth of 
capital in a country ! With a view to overcoming the scarcity of capital in India, 
what slips would you suggest to encourage savings in the eeti/dr^ ? ^ ^ /( jg ^ 

[See Section 4. Suggestions can ho made in the light ol factors res¬ 
ponsible for capital accumulation in a country. These circum¬ 
stances should he mado as favourable ns possible.| 

Or, 

What are the factors which affect the growth of capital ? How do you account 
jor !nd % jp „ la „„ l945 .. U.P. Bo.,, M3 , Bo.nlay M3, 

Or, 

Why do people save ? Describe the conditions favourable for the 
tion of capital. [See Secs. 2 und 4.) [Ull.'d Inter Arts 1959) 

7. D-fine capital. Hou docs capital come into exist, ncr '■ 11 l,at " r '’ 1 ,c ’ 
factors that d,(ermine tl"> rate of capital accumulation in a common,tu 

[See Secs. 2 and 4.J (./. 

8. What is capital ? Give its forms and functions. 

[See Secs. 2, 5 and O.J 


(P.U. 1959 Suppl.) 
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9. If dll capital goods were destroyed what would be the effect on (a) workers , 
(6) entrepreneurs , (c) consumers , and (d) society in general t 

[(a) Workers will have to do heavy and disagreeable jobs. Their out¬ 
put will decrease. 

( b) Entrepreneurs will earn less. 

(c) Consumers will go without many things, and will pay higher prices. 

(d) Society in general will become poor and backward.] 

10. What is meant by mobility of capital f What are the factors which 
hinder the mobility of capital in India ? Suggest remedies . ( U.P. Board 1953) 

[See Sec. 8] 

1L. Distinguish between cap'tal and capitalism. Are you against any of 
the■> ' two f What is capitalistic production ? 

[Capital means aid to wealth-production. Capitalism means private 
ownership and management of the instruments of production for 
the benefit of the capitalists. We want capital but not capitalism. 
For Capitalistic production, see Section 9.] 

1 -. What are the effects of the employment of machinery in the process of 
production on the labour classes ? ( P.U • 1935 ) 

[For good effects see Sec. 11. For bad effects see Sec. 12.] 

13. Discuss the economic effects of the introduction and use of machinery . 

[See Sees. 11 and 12.] ( Dacca 1943) 

Or, 

Discuss with reference to India the main advantages and disadvantages of 
the use of machinery. (Utkal Inter Arts 1959 Snppl. ; P.U. 1957 Suppl 

[See Secs. 11 and 12.J Rajasthan Pre-Univ. I960) 

14. Do you consider the use of machinery in India to be (a) an absolute 

necessity or superfluous, (6) a blessing or a curse f (P.U. 1949) 

[[a) The U 60 of machinery in India is absolutely nocessary, otherwise 
India will remain economically backward for ever. For advan¬ 
tages of machinery see Soc. 11. 

( b) Use of machinery is neither a curse nor a pure blessing. It is a 
mixod blessing. It has both advantages and disadvantages.] 

[See Secs. 11 and 12.] 
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AGENTS OF PRODUCTION (Contd.) 
Organisation or Enterprise 

The man who appears to be doing nothing ! 


i. Introduction. Production is the result of the co-operation 
of all the four factors. We have studied three of them—land, labour, 
and capital. Now we shall study the fourth factor which is called 
Enterprise or Organisation. # 

What is Organisation or Enterprise ? Organisation or 
Enterprise means to plan a business, to start it, and run it. It 
means to bring the factors of production together, assign each its 
proper task, and pay it when the work is done. It implies not only 
running a business, but also shouldering the loss, if any. The man 
who undertakes all this work is called an organiser, or, more com¬ 
monly, an entrepreneur. Organising and risk-taking are the main 
functions of the entrepreneur. 


What is the difference between a Capitalist and an Entrepreneur ! 
The capitalist is the owner of capital. He invests capital, and 
receives interest on it. The business may earn a profit or run at a 
loss, the capitalist must get his interest. Thus he runs no risk. It 
is the entrepreneur alone who shoulders the risk. The whole loss, if 
any, falls on him just as the whole profit, if any, goes into his pocket. 

In theory, therefore, the capitalist and the entrepreneur are 
two different persons. But actually they may be one and the same 
person. The entrepreneur usually invests in the business some of his 
own money.' He is thus partly a capitalist too, and earns interest 
besides his prolit, if any. Hence a man may be both a capitalist 
and an entrepreneur. In modern businesses the two have been 
differentiated. 

Importance of Organisation. In modern timos, business 
is a very complicated affair. Nation-wide, and even international, 
influences act on it. Even a small happening in some remote corner 
of the world might bring it disaster. Owing to such complexities the 
work of organisation has become very important. 

The success of a business depends on sound organisation. It 
must be carefully planned, and the plan must bo properly executed. 
This is a whole-time job. Somebody must devote all his time and 
energy to it. lienee the great importance of the work of an orguniser. 
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The three factors—land, labour, and capital—lie scattered. 
One person has land but no capital; another has capital but no land. 
The labour has neither ; he has only his labour to oiler, bo all 
the factors of production lie apart from one another. Somebody must 
bring them toget her if production is to go on. This is what the 
organiser does. 

Hence organisation is a very important faotor of production. 
Unless a business is properly organised, it cannot be a success. Only 
through a proper organisation of business will the other factors ol 
production make their best contribution in the work of production. 
Otherwise labour may be misdirected or land and capital wasted. 
Land may be very fertile and labour may be very efficient. But if 
the organiser is inefficient or incapable, the productivity of land and 
the efficiency of labour will be of no avail. 

Functions of an Entrepreneur. There are several 
important functions which the entrepreneur performs of which the 
following are the chief ones : 

(1) Conceiving and Initiating. It is the entrepreneur who con¬ 
ceives the plan of a busiuess. Either alone or with the help of 
friends he puts it into execution. He thus gives the business a start. 

(2) Organising . Having decided whioh industry to enter, where 
to start it, what and how much to produce, and how and where to 
sell, the entrepreneur must now tackle the practical part of the 
problem. First of all he must make the necessary financial arrange¬ 
ments. Then he must buy machinery and get it installed ; he must 
hire labour, and assign them suitable jobs ; he must buy the raw 
materials and organise each process of manufacture ; and finally, 
he must make satisfactory arrangements to market the produce. 

(3) Direction and Supervision. The entrepreneur cannot just 
stop alter organising the business. He has to direct production into 
the most fruitful channels. He has to supervise every little detail 
jso as to ensure maximum production. 

(4) Control. The entrepreneur may have some assistants to 
help him but he must keep the final control of business in his own 
hands. Being responsible for the birth of the business, he cannot 
leave its destiny in the hands of anybody else. 

(5) Risk-taking. The entrepreneur has to take the oousequenoee 
of his enterprise. He has to pay all the other factors of production 
in advance. It may be that he is rewarded with a handsome profit, 
or it may be that he suffers a heavy loss. Whatever the conse¬ 
quences, he must bear them. His is the final responsibility. 

In short, an entrepreneur initiates, organises, directs 
and supervises, controls and undertakes the risk of the 
business. 

5. Position of an Entrepreneur in a Joint-stock Com¬ 
pany. I 11 a limited joint-stock company, the shares are usually held 
by a largo number of persons scattered all over the oouutry. If the 
company fails, the shareholders lose their money. To the extent of 
the capital invested by him, a shareholder is an entrepreneur. In the 
industry of today, the number of shareholders Is very large. They 
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are supposed to elect from amongst themselves a small number of 
directors who conduct the business on their behalf. The shareholders 
are only sleeping partners. The work of direction is carried on by 
directors nominated by the managing agents or by the managing 
ayonts themselves. In the latter case, the directors are the creatures 
of the managing agents, their ‘yes-men’. Thus the shareholders, 
who are the real entrepreneurs, have little or no control over the 
business. In India, the managing agents are the real entrepreneurs. 

6 . Who can be a successful Entrepreneur ? We have 
•already said that modern business is a very complicated atfair. In 
order to organise and run it successfully, the entrepreneur must 
possess qualities of a very high order. The man at the. helm of the 
business must be a really superior person. 

The entrepreneur must be a successful Under of men. He must 
win and retain the sympathy of men with whom he has to work. 
He must inspire confidence in them. He must understand human 
nature, so that he can make each person do his best. 

He inuht understand his business. He has to buy machines ; 
he has to buy raw materials. He must be an expert in judging the 
quality of both, if he does not want to he deceived. He must also 
know the art of marketing. 

A successful entrepreneur must have general knowledge of the 
world at large. This is essential not only for the purchase of materials 
and machinery, but also for the sale of goods. 

There are ups and downs in business. He must have the 
courage to face them. He must take advantage of a favourable 
opportunity. He will have, therefore, to take bold decisions some¬ 
times. But ho must do so cautiously. A single mistake may spell 
disaster. ‘ Prudent boldness' is what is needed. 

In short, a successful entrepreneur must be capable and well- 
informed, a successful leader of men, a keen judge ol things, cour¬ 
ageous and pru lent. Above all. he must be gifted with a large 
measure of practical common-sense. He is a superman. Few entre¬ 
preneurs come up to this standard in real life. There are not many 
Fords, Nulfields, Tatas and Birins in the world. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Meaning of Enterprise. It inoun* initiating aial organisin': a business 
Ainl undertaking all rinks. T^ie man who does it in culled the l.'nhe/.reueur. 

UiJJtrenct between a capitalist ai d an entrrjirtneur ; 

The capitalist simply invents his capita! unci receive!* n fixed income ub 
interest. He tukes no risk. 

The entrepreneur organises the business and taken the risk. Actually a 
businessman may bo both an entrepreneur and a capitalist. 

Importance of Organisation- Hnwinest* is u very coinpli* nted affair. A 
specialist in needed to organise it. The factors of product on In* scattered, and 
somebody must bring them together. No business can Micceed without sound 
organisation. 

Functions of an Entrepreneur : 

(i) Me conceive* and initrates business, 
in) Me organises production. 

(iii; He directs and supervises the work. 
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(tv) He controls the business. 

(v) He bears the risk. 

The Entrepreneur in a Joint-stock Company. The directors or manag¬ 
ing agents are the entrepreneurs. But they do not supply the whole capital and 
therefore, do not take the ontire risk. The risk is borne by the shareholders 
who exercise no control. Thus ownership and control have been split up. 

Who Can be a Successful Entrepreneur? He must possess the following 
qualities: 

(i) Qualities of leadership. 

(«) Knowledge of business. 

(m) Courage to face bad times. 

(tv) He should be cautious, and still take bold decisions sometimes. 

(v) Practical common-sense. 

In short, he should be a business genius. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Why do ire regard enterprise or organisation as a separate factor of 
production t 

2. What are the functions of an entrepreneur ? Who performs these functions 

in the case of modern big business corporations and in the case of public enterprises, 
and with what success ? (I . U. 1960) 

3. What is the nature of the services performed by the entrepreneur and how 

is he rewarded ? (See Sec. 4.] (C . U. 1943) 

\ 4. Who is an entrepreneur ? What is his role in modern large-scale 
industry ? [See Secs. 2 and 4.J ( Bombay, 1954) 

5. Define an entrepreneur. What are his functions 1 Think of your college 

as a graduate producing factory and name the persons who are entrepreneurs, 
managers and labourers, etc. ( J• and K. I960) 

6. Explain the importance, of organisation and enterprise in the modern 
system of production. Do you think there is lack of enterprise iti this country ? 

(Rajptdana 1944) 

[See Sec. 3. Yes, there is a lack of enterprise. This is due to the 
lack of qualities which an entrepreneur should possess. See 
Sec. 6.) 

7. What qualities go to make a successful entrepreneur ? Can yon mention 
some persons in India who possess such qualities f Name them. 

[See Sec. 6. Some of those names are Tata, Birla, Dalmia. 
Singlmnia, etc.] 


CHAPTER XIII 

SCALE OF PRODUCTION 


When to produce more and when less 

1 Introduction. One of the difficult problems that an 
entrepreneur has to tackle relates to the scale of production. His 
aim, of course, is to get the maximum profit. To do that, he must 
scientifically work out the optimum output, i.e. one which will bring 
him the maximum profit or where the cost per unit is the lowest. 
This output need not necessarily be large. He must compare costs 
of different quantities and the prices at which they can be sold in 
the market and then fix a proper scale of production. The general 
tendency is to enlarge the scale of production in view of the 

advantages that its offers. 

2 Advantages of Large scale Production. The modem 
factory svstem with its extensive use of machinery and division of 
labour^ is responsible for large-scale production. The following are 

its chief advantages 

(i) Economy , of specialised and up-to-date machinery, ihcre is 
a large scope for the use of machinery which results in lower costs. 
A large producer can instal an up-to-date and expensive machinery 
Ho can also have his own repairin'; arrangement. Specialised 
machinery can be employed for each job. The result is that 
production is very economical. A small producer with «»* 
market cannot keep the machinery continuously working. Keeping 
it idle is uneconomical. A large producer can work it continuously 
and reap the resulting economies. 

(ii) Economy of labour. In a big concern, there is ample scope 
for division of labour. Specialized labour produces a iarge output 
and of better quality. It is only in a large business that every 
nerson can be put on the job that he can best perform. T ie 
large-scale producer thus gets the best out ol every person he 

employs. , , 

(Hi) Economies of buying and selling. While purchasing ra 

material and other accessories, a big business can secure H P ec,u > 
favourable terms on account of its large custom. W hite wUrng? L 
goods it can attract customers by producing a greater 'wine;by an 1 
hv ensuring prompt execution of orders. A smaller rate of pr 
results in larg£ sales and higher net profits in a large-scale business. 

(iv) Economies of the overhead charges. The expenses of 
administration and distribution per unit of production in a big 
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business are much less. Interest, the pay bill, and other overhead 
charges are the same whether production is large or small. Thus 
the same amount of expenditure being distributed over a larger 
output, results in a lower cost per unit. 

it?) Economy in rent. A large-scale producer makes a saving 
in rent too. If the same factory is made to produce a large quantity 
of goods, the same amount of rent is divided over a larger output. 
This means a smaller addition to the cost per unit. 

(vi) Experiments and reasearch. A large concern can afford to 
spend liberally on research and experiments. It is well known that, 
in the long run, these expenses more than repay. Successful 
research may lead to the discovery of a cheaper process. This may 
bring a larger profit. Only a large-scale business can incur such 
expenditure. 

(m) Advertisement and salesmanship. A big concern can afford 
to spend large amounts of money on advertisement and salesmanship. 
Ultimately they do bear fruit. Also, the amount of money spent 
on advertisement per unit comes to a low figure when production 
is on a large scale. The salesmen can make a careful study of 
individual markets and thus acquire hold on new markets or 
strengthen it on the old ones. Thus a large-scale producer has a 
greater competitive strength. 

( viii) Utilization of by-products. A big business will not have to 
throw away any of its by-products or waste products. It will be 
able to make an economical use of them. A small sugar factory ha3 
to throw away the molasses, whereas a big concern can turn it into 
power-alcohol. By utilising by-products, it can lower costs of 
production. 

(ix) Meeting adversity. A big business can show better resis¬ 
tance in times of adversity. It has much larger resources. Losses 
can be easily borne. A small concern will simply collapse under such 
a strain. 

(x) Cheap credit. A large business can secure credit facilitiea 
at cheap rates. Its credit is always higher in the money market, 
and the banks are only too willing to give advances. Low co9t of 
oredit reduces cost of production. 

These are some of the advantages that a largo-scale business 
has over a small-scale business. But let us see the other side. 

3. Disadvantages of Large-scale Production. Large scale 
production is not without its disadvantages. Some of these 
disadvantages are :— 

(i) Less supervision. A large-scale producer cannot pay full 
attention to every detail. Costs often rise on account of the 
dishonesty of employees or waste of material by them. This is due 
to the lack of supervision. Owing to laxity of control, costs of 
production will go up. 

(H) Individual tastes ignored. Large-scale production is a moss 
production or standardised production. Goods of uniform quality 
are turned out. irrespective of the requirements of individual 
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easterner.. Individual tastes are not, therefore, satisfied. This 
results in a loss of custom. 

(i«) No personal element. A large-scale bus ‘“ es * f t '' e The 

managed by paid em P^“’ u J^'oagtt to exist between the 
sympathy and personal touch, which oug mi8underatanding9 lea d 

and loc k e -o\r This is positively harmful to the busmes, 

(i „, Possmuy “a -d 

SSL* ^epSld unemployment It is not always easy or 

n8k3 <«) Cut-throat competition. Large-scale producers must fight for 
the markets. There i. 

society or to businessmen. Man} pror r> i ar a. 8 cale 

("0 interests^clash 

producers operate on an materials These complications 

SSSHHC” 

^“^SSk=SSH: b"=. 

°^imh, C .trir,™r increase the scale. The advantage. outwe.gh 
the disadvantages. 

th at 4j2 ^r,il £ 

oHatori ilTmal^^f ^^y U crossed and further expansion 

must stop. . f u 

The following are some of the factors which put a hm.t 

growth of a business trained 

m Shorty* of labour or capital. If increased supp .es of trained 

labour ire not available, the growth be raised 

callv checked. In the same way. 'V ^rmo ntable obstacles. If 
expansion stops. But these are no . f the entrepreneur is a 

the business prospects are very hrigh , these hurdles, 

man of established reputation, he will be able to cro 

(it) The nature of the market. If thHusiness. The 
ating, it will be imprudent to increase e ® It a i m0 st 

nature of demand is the most important limiting tacto 
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settles the matter. If individual tastes have to be satisfied, large- 
scale production is ruled out. 

(Hi) Managerial capacity. Another serious limitation comes from 
the capacity of the manager. A point is reached in the expansion 
of a business beyond which it is not possible for the manager to 
control it efficiently. There is a limit to what a man can success¬ 
fully manage. Beyond that point, supervision will become lax, 
materials will be wasted and machinery mishandled. Cost will 
overtake profits, and in the end the profits may vanish. The limit 
is reached when the marginal revenue is equal to the marginal cost. 

(iv) The nature of the industry. In some industries, large-scale 
production is out of the question. They require close personal 
supervision, e.g. jewellery-making and tailoring Or, there are indus¬ 
tries where there is not much scope for the use of machinery and 
division of labour, e.g. agriculture, fruit and vegetable gardening, 
etc. Bulky articles like bricks can only be made on a small scale, 
for it will not pay to carry them over loDg distances. 

(v) Operation of the Jaw of Diminishing Returns. It happens 
sometimes that the expansion of an industry leads to increasing 
cests, and the returns are lees than proportionate. It will not be 
wise in such cases to expand the business. 

These are some of the factors which prevent the growth of a 
qusinees beyond a certain limit. 

5. Optimum Firm. We have, seen above both advantages 
and disadvantages of large-scale business. With a given plant, as 
production is expanded, it becomes more and more economical. 
This is due to the advantages of large-scale production. After a 
stage, however, a point of maximum advantage is reached. At this 
point, the average cost of production is the lowest. This is the 
optimum level of the firm concerned. It is thus the ideal size of the 
firm with minimum cost per unit and maximum profits. 

We can easily explain the concept of an optimum firm with the 
help of a diagram. Represent units ofoutput along OX and average 

cost of production along OY. Average 
cost of production means total cost 
divided by the number of units pro¬ 
duced. AC is the average cost curve. 
It shows the average cost of produc¬ 
tion at various levels of output. Ob¬ 
viously, the firm is optimum when it 
produces OM. At this level, it has 
got the minimum average cost, ie. 
CM. At any other level of output 
average cost is greater than CM. 

Hence optimum firm is that which 
produces at the lowest average cost ivith 
UNI TS OF OU TPU T the given plant. 

It may be noted that the optimum unit is not permanently fixed 
in aiee. If the businessman instals a new machinery, his average 
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■cost curve will be different The (p^ 

will also shift. Thus, 0 P M ™““ ^ entrepreneurship, building, etc.), 

ment 6 0f rrr 

^ jws 

the beat firm. It is supposed 'T, » 

a ,fr£;*.w., «. -«. 

•worst firm. r c™ a ll scale Production. As against the 

large-scale product small producer has advantage^ ^ " e 

(t) Close supervision The 8mal ' p ™‘JV^ wjl i J a i|„„ed to spoil 
the smallest detail of the business. - o 0( *V u every where, 

machinery or waste materials. The master 

There can be no fraud or idleness anywhere. , 

(«) Economical ^7aTof 'written "orders 

"S-r.-S =•="»' -.. *• 

kept. All this means a great saving. d away his 

:^rS-ov’» dmcuitSr 

•contact is pleasant and profitable. . \ n 

£ S-.“ 

This makes the business smooth and prosperous 

(v) Greater vlnptaWiUj .'^‘t Ho is n a pnsi ion to 'take 
small producer can A-ffh- hLelf. 

quick decisions. Ho has to ««»-« * 1 . . nnv that ho 

rSri5.S=ra 

■~M.fsms=s5 

advantage over the large-scale producer. where the 

(viii) Nature of industry. There are some| mdustne 1 it0 ad van- 
personal factor is very important, e g. tailoring. U <P» 
tageoua to run such businesses on a small-scale. businesses 

It is due to advantages like these that the sru - in 

have survived and are able to compete with big businesses 

.modern time?. T , n 

8 . Disadvantages of Small-scale Products. 1 he 
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scale producer cannot reap those economies which are available to ^ 
big concern. His drawbacks can be enumerated thus : 

(i) There is less scope for the use of modern machinery and 
labour-saving devices. The costs, therefore, of the small-ecale- 
producer are generally higher. 

(it) There is little scope for division of labour. The advantages 
of division of labour are, therefore, lost to the small producer. He- 
cannot put the right man in the right place. Goods are not there¬ 
fore, made by experts. The goods are thus inferior in quality and. 


higher in cost. _ . 

(Hi) The small-scale producer is at a disadvantage in the 
purchase of raw materials and other accessories. This also raises his- 

costof production. 

(tr) A small businessman cannot afford to spend large sums ot 
money on research and experiments. He cannot, therefore, invent 
new processes nor new materials. He treads the beaten path and is 

soon overtaken by the rivals. 

(v) Cost of rent, interest, advertisement, etc. per unit of the 
output will be higher. A small-scale producer bas higher overhead 


charges. 

(vi) With his limited resources the small-scale producer cannot 
meet bad times. The business may, therefore, collapse at the slightest 
touch of adversity. A small business is financially weak. 

(vii) A small-scale producer cannot secure cheap credit because 
the credit of small businesses is not generally as high as that of big. 
businesses. Since he has to pay high rate of interest, his cost ot 


production is higher. 

(wit) By-products have to be thrown away as so much waste. A 
small-scale producer cannot have the equipment to make an econo¬ 
mical use of by-products. This also raises his cost of production. 

o Has a Small-scale Producer Any Place In the Modern. 
Economic System? In spite of the disadvantages mentioned 
above, the small-scale producer has not disappeared. Competition, 
from large business has failed to crush him. The small-soale 
producer Btill survives oven in highly industrialised countries like- 
England, Germany, France and Belgium. 

What has helped the small producer ? There are several factors- 
which are responsible for the survival of the small-scale producer : 

(i) The small-scale producer has certain advantages over the 
large business, as we have arleady seen. He can give personal atten¬ 
tion to every detail. He can look after his customers and employees 
personally. His management is much moro economical. 

(ii) In some cases, the nature of the demand is such that, 
competition from large-scale business is ruled out, especially if the 
demand is limited, local, or fluctuating. In such cases, it is not 
worthwhile to have large-scale production. The field is free for tbc- 


small producer. 

(Vii) Some industries are such that they must produce on a small- 
scale. Here the personal factor is important and sometimes even. 
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indispensable, e g. in tailoring division of labour. 

there" is little scope for the use o f^ch merya e , c The *« 

**. m agriculture. horticutuenterprise. 

industries turnish an amp q( (he i arge . S cak business 

(tv) Sometimes the yer\ . repairin''of motor cars, 

creates work for small-scale c,lt ^ pr ^ ’ £ subsidiary industries or 

trucks and cycles. Sara 1 '! " 5C “ e industry. As such they 
industries supplementary to the large-scale 

have ample chance to survive. , whic i, have prove. 1 

(■ v) There are some receo Advent oj, kctrici'y is one 

very helpful to the \ 0 generate power m each 

such lactor. It » not necess > available and payment is 

factory. Cheap electricity has necou c re snect the large 

made for the current actual y consiim 1. Mnkal j 0 „ rau b have 
business has no special adv! ‘" ta » e a „ d that it is no longer a 
spread scientific knowledg Co . uperal i 0 n also helps the small-scale 
monopoly ot ^in a group, the small-scale produces 
producer. By working b t e s open to a big business. 

can have all the economic advantages open u ^ (hc f|lrtU .. r 

(tri) In the case of coUa 8c ‘“ irttnmtnlx „f the homo and 

advantage of workmg m 0 f the family. The 

receiving unpaid a ^ s ‘™"n even though it is less profitable. 

work is pleasant an * Indian cottage industne* 

There are additional reasons w i> . 1 ^re followed 

now cottage industries f “^“/'“''^astaJc of enforced idleness 

agricultural country and the mus(j therefore, be supple- 

for several months in ay ; © Besides labour is cheap and 

merited by suitable j, a KStries Association ha, 

machinery is dear. lhc A1 V i :'!^mall4c a le industries. The Indian 
been dcinc* a lot to popular State Governments 

bfational Congress, the in oveiy 

render enthusiastic support • p| an pointed attention "as 

possible way. In the Second Five-Year ttan. I iu dustries A 

Mid to the development ot small scale £ Tins will not 

sum of Rs. 201) crores was provided for the P I rollll but 

only make our farmers andget tabT The Indian economy will 

also help unemployed people to get join,. 

become a little more balanced. 9ni d that 

,o. Internal and External Economies. 

there are certain economies avaitable ‘ o a J ^ Xhe economics 

others which arc enjoyed by a small soal 1 external. 

of large-scale business have been elated as -den ^ ^ ^ 

Internal economies are those wl 8 | la red by, others. 

business They are "^Tle^\r» n Every manager has his 
They are the outcome of one business nrau. 
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own method of arranging the labour force ami gelttmg.work out°C^ 
He uses machinery in the manner he thinks best. He has got his own 
policy regarding the purchase of raw materials and the marketing o 

finished products. He fixes the order of the various processes. He 

does not share his methods with anybody else. Through his own 
efforts and ability, he lowers the cost per unit. He is able to make 
economies by improving technique. These are known as internal 
economies. They are internal to a business, and are solely'due to the 
superior organising ability of the entrepreneur. They are business 
secrets. These economies arc associated with large-scale business and 
'iri°e from the use of such technique and methods which are not open 
to a small-scale producer. These economies may be technical, manage -- 

rial, financial and commercial. 

External economies. These economies ore not internal to a 
business. They are known to the whole industry and are enjoyed by 
all firms. They generally arise when an industry is localised, e.g. 
existence of subsidiary industries, credit and transport facilities, etc. 
Thev can be taken advantage of by all the firms engaged in the 
industry in that place. For example, middlemen crop up who render 
useful services to all, as brokers, dealers in raw materials and other 
agents. Means of transport become specialised. Credit facilities 
become available. Technical journals are started. Associations are 
formed. Every firm in the industry enjoys these advantages, lhese 
external economies are common to all and are shared by all. They 
are not the monopoly of any particular business. It is not the 
superior organising ability of a particular entrepreneur that has 
brought them into existenco. They are not the outcome of the higher 
technical efficiency of any individual concern. They arise out of the 
peculiar economic environment of the place, and all can benefit from 
them. They are, in short, the advantages of localisation of an 

industry. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Economies of Large-scale Production : 

( i ) Specialised and up-to-date plant and machinery. 

(ti) Economy of specialized labour. 

(Hi) Economies of buying and selling. 

(jv) Economies in the overhead charges. 

(#?) Economy in rent. 

(pi) Benefits of s?ientific experiments and research. 

(rii) Economy in advertisement and salesmanship. 

(mih) Utilization of by-products. 

( i.r) Capacity to face had times. 

(.#•) Cheap credit facilities. 

Disadvantages of Large-scale Business : 

(t) Lax supervision. 

(ti) Individual tastes of the consumers ignored. 

(iii) \o personal touch between the employers and the employees, 
(tr) Large scale production mav cause depression. 

(c) Dependence on foreign markets is dangerous. 

(ri) Cut-throat competition. 

( rii) International competition leads to war. 

What Limits the Size of a Business : 

(•) Scarcity of labour and capital. 
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(it) Nature °f market. 

(Hi) Limited managerial capacity. 

s 1 »• rr .~ , f 

- u ' ws .. . .. “■ u ‘ 

fixed factors collet y ^ ^ fi rin> w hich lias enjoyed a fairly 

,ong ^ eX,Crnal eCOn0mi " eUn,S “ “ r 

rate of protit. 

Advances of S ma.l scal« Production 

(i) Close supervision. 

«.) Eeomtmu.ul management.^ ^ ^ 

><«> sx £.«- *• •-!*>»■" the ‘• , “ i,ioyt ' ci - 

Greater adaptability. 

<«> Kc0,WW * ^^mIo Production : 

““^Xptf-tt uoo of ..cry. 

,2 Cannot face hard times. 

,S . 

— -• 

employees »nd r" s t 0 “> 0 K. ^ , ocol , or fluctuating. 

of Poraonul factor in cettain industries or I,nut,si 

^iZZ?StZ2» industry .rentes nor, for ti, 

small industry. , • t t e tmi dl-scale producer: 

W Net. doveiopments B , micll| jo „ r „„| 8 „„d retenrd. 

W ^mtumndtitormfie, V, Co-operative movement. 

(of) Cnng.u.l»lonv,ronmem» nft« ate un . ^ ^ ^ TOttll80 in.lu-lries. 

Iu India, there IH a large «-upe lor t»m l menus of tran,po.t 

Machmo.yis, industries can bo dovetadctl 

and communication ur 

into agriculture. internal economics arc peculiar to a 

Internal and External E® 0 " 0 *"***^ n ^ y 1U „ the n-Mih of *»l«‘ rior 
particular business and “ ct . bll i l . (l i cflicioiicy of a |»urt»« ula. entrepromu . 

organisation, ability and lug ‘ ‘^ nug en,I. commcrcul and l.nancial. 

These economies may bo lot hnitul, r. industries, e.<b advantage* 

1 /istrrnnireeaouur.. They are.—•»° »* ^^ ,, v all. They 

• , „.it of a localised industry, bucli aU\am«b 

ZZ\ the tec rets of any particular business. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

? Girt examples to 

I 1 Who 9 (loyoo m ndervtahil by larye-nca * j' TO j* < l i lC ijrm ->eute pmlncUon 

, ^ cln-‘ tndattrrtcr <» «*** rt« ‘“'f.tntojr. »/ /M 6, 

show ' 

~ Transport ... and .* *— *" 

Industrie**-] / i ar(l e-tcnle production. 

OJ AVlaia «/.« odroo'OfR* and duodena aJ'W,„ er , /•. U. IM9)- 

(See Secs. 2, a oud 4.] 
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3. Discos, fully the advantages of large-scale production. 

to the gains from large-scale production ? [See Secs. 2 and 4] (Delhi B. S. 1959) 

4 . What are the limits to the growth of a business ? 

5. ' What are (a) the limitations of large-scale production, and [b) the dis¬ 
advantages of large-scale production 1 [See Secs. 3 and 4] (Ajmer Board 1958) 

C. What factors arc responsible for the survial of small-scale industries ? 

[See Sec. 9] A - ]953 ’> P • U ' l940) 

7. Where and why is small-scale production more profitable than large scale 
production ! ‘ [See Sec. 7.] (Ajmer 1955) 

Or. 


Has a small-scale producer any place in modern Indian economy 1Can yon 
mention some industries which ran be successfully run on a small scale in your 
State ? [See Sec. 9] 

[In every State, there are numerous examples of localised industries. 
Many districts are producing specialities of their own. They can a 
be further developed and run on scientific lines. Then there are 
industries based on agriculture, e.g. jam-making. Even with small 
crushers sugar can be mado at a very low cost. Fruit canning an 
fruit preservation are also suitable industries which c an be successfully 
run on a small-scale.] 

8 . Examine briefly the advantages of large-scale and small-scale industries. 

Which of them in your opinion are suitable to India, and why ? ( Bombay 196a) 

[See Secs. 2 and 7. Since in India capital is scarce, machinery is dear, 
and labour cheap, small-scale industries are more suitable for the 
present. But, in course of time, we shall be able to have large-scale 
industries too in sufficient number.] 

9. What do you understand by *scale of production’ ? Why does this scale 
■differ from country to country ? Oive illustrations from India. 

(r. I/. 1955 buppl.) 

[Bv ‘scale of production’ we mean tho scale at which commodities may 
be produced, whether they are produced on a large-scale or small-scale. 

Tho scale of business in a country depends on the number and character 

of the people, the availability of materials end markets, the fctnte of 

technical knowledge, the standard of managerial ability, the amount 
of capital available and the policy of the State. In India, produc¬ 
tion is generally on a eraaU-scalo. Agriculture, which is the biggest 
industry 9 is on a small-scale because the holdings are small. In busi¬ 
ness retail transactions are the most numorous. Lack of capital, 
entrepreneurial ability, managerial and operative 8kill and of techni¬ 
cal know-how explain the predominance of small-scale production m 
India.] 

10. Indicate the economies that an entrepreneur can obtain from internal 

resources in an industry. To what extent is he dependent upon external economies 
for the conduct of hie enterprise ? (Rajputana 194.) 

11. What are internal economies . and external economies t Bow do they 
account for increasing returns? 

[See Sec. 10.] ( Sardar rallabbhhai Vidyapeeth 1959) 



CHAPTER X£V’ 

FORMS OF BUSINESS ORGANISATION 

What do you like to be-a proprietor, a pirtner , a shareholder 

or a co-opcrator ? 


i Introduction. We have complete,! the study of the tour 
factors of production—land, labour, capital and organisation. \ 
have studied the various problems which arise in connection with 
their use in production. Now we propose to discuss the various 
ways in which business can be organised and run. 

In case you want to start a business, what possibilities are 
oDen to vou ? ‘You may start a business alone, or you may enter 
hZ a partnership with a relative or some trusted friends ; or you 
m^v become a shareholder in a limited company or you may become 
k member of a producers’ co-operative society. Besides these, there 
are some other forms of business too, any one of which you can 

adopt. 

The chief forms of business organisation are : individual 
enterprise, partnership, joint stock limited company, monopolies, 
oo-operative business, State concerns and municipal undertakings. 

We shall discuss these one by one. 

2 Individual Proprietorship. The common form of 
business organisation in India is one-man business. In agriculture 
and retail business, this form is the general rule. 

In this typo of enterprise, the individual entrepreneur supplies 
the entire capital (even if he has to borrow) ; he organises and 
supervises the business ; and he alone is responsible for thereat*, 

targets profit or suffers losses. If necessary he can employ some 
persons to assist him. 

This form of enterprise has certain advantages. The business 
is generally on a small scale and all the economies ot small-scale 
production are available. The chief advantages may bo thus 

-summarised:— 

(а) Since the risk is entirely his own, the entrepreneur has the 
greatest incentive for hard work. Ho works long and late, buck a 
hard work must produce results. 

(б) On account of very close supervision over details, quality 
of the goods is superior and the cost per unit is low. Nobody can 
,-yastc materials or time or spoil machinery. 

(c) The customers are sent away fully satisfied. This is due to 
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the keen personal interest that the entrepreneur takes in the- 

sympathetically^ are low, for the staff maintained by the 

individual entrepreneur is small. 

( f) The cntnprenevr is his own ‘6oss . He is not to serve 
another’s will. Such a type of business suits capable businessmen of 

la) Finally, it is easy to form such a business and simple to 
dissolve it. This is so because the proprietor is the only person 

concerned. . r 

But the individual entrepreneur has to face many serious- 

difficulties. The following are the chief shortcomings of this tjpe of 
business organisation : 

(ol The resources are limited. The entrepreneur cannot expand 
hie business to take advantage of increased demand. He is unable 
to avail of the opportunities of making profits dive to lack of funds. 
His business will generally remain on a small scale. 

(6) No division of labour is possible. The entrepreneur has to 
look into every aspect of business single-handed, and he may_ not 
be able to do it efficiently. All the advantages of division of labour 


are lost. . . ,, . 

(cl In spite of all efforts, such a business can yield only a 

small income. The resources are limited. Many profitable ventures 

are ruled out. . . 

(d) The one-man business cannot compete with a big business. 

Its life is, therefore, precarious. Any time its business may be 

snatched from it. , 

(c) A country uith small business is bound to remain 

economically backward. It can never hope to attain industrial or 
commercial leadership with such a small and primitive organisation. 
Not to speak of industrial leadership, it cannot even occupy a 
respectable place among the economically advanced countries ot the 

world. . . . . 

Conclusion. In spite of these handicaps, the individual enter¬ 
prise is not likely to disappear. Entrepreneurs of ability do not ike 
to enter into partnership or take up a job in public company, lbey 
prefer to run tboir business independently and be content with small 
profits. Agricultural and retail stores must remain the sphere of the 

individual entrepreneur. 

3 Partnership. Sometimes the one-man business reaches 
such a stage of development that it becomes too unwieldy for one 
man to be able to carry on. The original entrepreneur may become 
too old for work. It would seem essential then to take a younger 
person into partnership to prevent the firm from decaying. The 
one-man business thus naturally develops into a partnership. 
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Partnerships may also be formed to start a new business 
altogether Two or more persons combine together to do business. 

Their mutual relations, their rights and duties, the capital each is 

to nut in, the proportion in which profits and losses are to be shared 
are laid down in the partnership deed. The agreement also lays 
down the aims of the partnership as well as the manner in which it 

can be dissolved. The agreement may be verbal or in writing. 

From the legal point of view, each partner is a fully authorized 

agent of the partnership, and every partner has the power to bind 

the other partners to any agreement that lie may enter into. Each 
partner is responsible for the debts of the firm not only to the 
extent of his share in the business, but to the full extent of even his 
private resources. In other words, the liability is unlimited. 

Limited partnership. There is also a type of partnership in 
which one or more partners can get their liability for the partnership 
debts limited to their share capital or to a .ix«»d proportion of it. 
This is called a limited partnership But the liability of all partners 
cannot be so limited. It is essential that there are some partners 
whose liability is unlimited. The partners with bruited libil.ty cannot 
take active part in business. They are called dormant or sleeping 

partners^^ ^ Dcmer i ts G f Partnership. A partnership 

has some obvious advantages over individual proprietorship The 
partnership business is small but not too small. It enjoys all the 
advantages of small-scale business as well as some economies of 

large-scale business too. They are : 

(i) More capital. It commands large capital resources. As 
the liability of each partner is unlimited and all partners are jointly 
and severally responsible for the repayment of debts, the creditors 
feel more secure about the money they may have advanced. Hence 
it is easier for a partnership to raise funds. They aie thus able to 
do business on a larger scale reaping the economies of scale. 

(Vi) Diverse talent. Partnership brings about a pooling of skill 
ftM d ability. Diverse talents are at the service of a partner.-hip, and 
a certain degree of specialization is possible among the partners. 
Specialization makes for higher efficiency. A looks alter the store 
B is in charge ol the office and C runs the factory. This division of 
labour is quite advantageous. 

(Hi) In a partnership, there is less possibility of error ol 
judgment. A problem is examined from more than one point, ot 
view, and the decision arrived at is likely to be sounder than in a 

one-man business. . . 

(it 1 ) Vigour and zeal. The partners work with great enthusiasm 

- and vigour. Every partner is supposed to be deeply interested in 
the business and is expected to give it his best. 

(v) Prompt decisions. Tho partners are in continuous and inti¬ 
mate touch with one another and prompt decisions can he taken In 
business, time factor is very important. A partnership can take lull 
advantage of each business current because it can decide on a suitable 

course of action before it is too late. 
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Ivi) Personal factor. Partnership can maintain penonal rela¬ 
tionship Kith the employees and the customers. This ts highly con- 
ducive to good business. 

Demerits. A partnership suffers from the following drawbacks : 

(i) Unlimited liability. Since the liability of a partner is un¬ 
limited ’ In- can be hold liable for the whole debt of the firm, not 
necessarily his own share. This frightens away the moneyed people, 
ff hey are reluctant to join those who may have ability but no capital. 

Owimr to unlimited liability, a poitnersliip follows a timid 
noliev Each partner is anxious that the partnership should not run 
b°g risks and incur heavy liability, ior any one of them can be called 
upon to pay the entire debt of the firm. 

(it) Less work and more waste. It is generally seen that a partner 
shirks work. Every partner tries to shift some work on to the other. 
But he wants to get the utmost out of the business. The partner¬ 
ship fund, being a common fund, is spent by every partner reckless¬ 
ly. Each partner tries to enrich himself at the expense of the firm. 

(fit) Mutual dissensions. Misunderstandings generally arise and 
the work suffers. Quarrels among the partners are quite common. 
No partner then pays any serious attention to business. 

(to) No permanence. The partnership has to be dissolved in case 
of retirement, death, insolvency or insanity of any partner. There is 
thus no continuity of life in a partnership. 

(v) Money locked vp. A partner is wedded to the partnership 
for ever. No partner can transfer bis interest in the firm to anybody 
else without the unanimous consent of the other partners. 

(in) Insufficient funds. A partnership has generally insufficient 
resources for undertaking any manufacturing or business activity on 
a large scale. It thus suffers from the disadvantages of small-scale 
production and is unable to enjoy the economies of large-scale. 

5 . Joint-stock Company. The most important type of busi¬ 
ness organisation today is the joint-stock company. In fact, a 
business on a respectable scale can be organised only in this manner. 


A limited company is organised in this way. An entrepreneur 
conceives a scheme of business ; ho secures the co-operation of at 
loast six more persons, for the minimum number of persons to form 
a company is seven. They take steps for the formation of the com¬ 
pany. They draft a Memorandum of Association which contains the 
name of the company, the location of the hoad office, its aims and 
objects, the amount of share capital, the kind and value of shares, 
and a declaration that the libility is limited. Articles of Association, 
containing the rules and r.-gulat ions of the company, are also drafted. 
These two documents are submitted to the Registrar of Joint-stock 
Companies. If the Registrar is satisfied that the requirements of the 
law have been fulfilled, lie issues a certificate of incorporation. The 
company then comes into existence. 


The promoters of the company then canvass for the sale of 
shares. The shares of several kinds—Preference, Ordinary and 
inferred The preference shareholders have the right to be paid first 
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out of the profits, before anything is paid to the other shareholders. 
The preference shares may be cumulative preference shares, rn 
which case the holders are entitled to receive a fixed dividend even 
for the years when there is no profit. Their dividend goes on accu¬ 
mulating. Or, they may be non-cumulative preference shares, 
in which case the shareholders will get dividend only for the v ar 
when the company has made enough profit to pay them. After the 
preference shareholders are paid at the fixed rate conies the turn ot 
the ordinary shares for getting the dividend. Last of all rank the 
deferred shares. They are generally held by the P™“ ot * rs the ™\ 
pelves. They are a few in number Whatever m left of the tot a 
profit after other types of shareholders have been paid, is distributed 
among the deferred shareholders, and it may happen to be quite 
substantial. This device is, therefore, adopted by the promoters ot 
the company to keep to themselves the lion s share of the prohts. 

Besides raising capital by selling shares, the company may 
raise funds by the sale of debentures or bonds. debenture is a 

document showing the loan taken by the company. Unlike the share¬ 
holders, the debenture-holders do not take any risk. Proht or* 
profit, they must get their interest. They are the creditors ot the 

company. 

The shareholders then elect directors to manage the business 
on their behalf. The directors have to justify their policies before 
the shareholders in the annual meeting, if the shareholders are not 
satisfied, other directors may be elected in their place. The board of 
directors onlv lays down the general policy and discusses major issues. 
The day-to-day business is carried on either by the salaried seerctar), 
manager, managing director, or the managing agents. 

The following is the structure of the company organisation .— 

Shareholder** 


I 

Hoard of Director 


r 

» 

Auditor* 


'I 


Executive Committee 
1 

(Jeneral Managers 


HftllklTH 


I 


Kales 

Dent. 


I 

Pure line© 
Dept. 


f 

Accounting l)ept. 


1 

l’roductiou 

Dept. 


Public Limited. Company. The joint-stock company may take 
the form of a public limited company. Such a company has to 
submit certain statements and the balance sheet to the Registrar ol 
Joint-stock Companies yearly. It can invite the public to buy 
shares through a prospectus. There is no maximum limit to the 
number of shareholders ; the minimum limit is seven. Business 
cannot be started unless the minimum capital laid down has been 

subscribed. 

Private Limited Company. It is free from the necessity of sub¬ 
mitting certain returns to the Registrar. But there aro certain 
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restrictions. It cannot issue a prospectus. The maximum number 
of shareholders is limited to 50. 

6. Comparison Between Joint-stock Company ancS 
Partnership. From the above description of a joint-stock com¬ 
pany, we can easily notice some essential features which distinguish 

it from a partnership : 

(t) The number of shareholders in a company is very much larger 
than in a partnership. It may run into thousands, and they aro 

scattered throughout the length and breadth of the country, some¬ 
times the world. The number of partners, however, is generally 
very small and the contact between them is close and continuous. 

(ii) The financial resources of a joint-stock company are much■ 
larger. No partnership can collect so much capital. Since the part¬ 
nership cannot sell shares, it has to depend on its own resources. 

(m) The liability is limited in a company , whereas it is 
unlimited in the case of partnership. A purtner can be called upon- 
to pay the entire debt ot' the business ; even his private property 
can be attached. But a shareholder’s liability is limited to his 
share capital. 

(ty) The company is a legal person and as such, it can sue and' 
be 6ued upon. In the partnership, the partner can sue and bo sued’ 
upon personally, and not in the name of the firm. 

(r) The existence of a limited company has a legal sanction. Ib- 
is brought into existence according to an Act of the State and works 
under the supervision of law. The partnerthip comes into the grip- 
of law only when the law is invoked against it. The partnership 
can engage in any lawful business. But a company cannot go 
beyond what has been laid down in the Memorandum of Association. 

(tn) A company has a perpetual existence. The retirement or 
death of a shareholder or a director cannot bring about the dissolu¬ 
tion of a company. But a partnership comes to an end when a 
partner retires, dies, or if he becomes insane or bankrupt. 

( vii) Personal relationship is of no importance in a company, 
whereas it is vital in a partneisbip. This is shown by the fact that a 
shareholder may sell his shares without the consent of the company. 
But do partner can transfer his interest in the firm to another person 
without the consent of all other partners. 

{viii) In a partnership, the owners themselves manage the 
business. In fact every partner has a right to take part in business 
management. But in a company the shareholders , who are the 
owners of the company, entrust the work of management to a board of 
directors. Ownership is thus separated from control. 

7. Advantages of Joint-stock Organisation. Let us now 

enumerate the merits of the joint-stock type of organisation : 

(t) Economies of large scale. The large financial resources of 
the company enable it to undertake business on a scale large enough, 
to enjoy internal and external economies of production. These 
economies aie : use of modern machinery, division of labour, 
economies in buying and selling, lower overhead charges relating to- 
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distribution, publicity and administration, research and cxperi- 
dents, etc. 

(H) Limited liability. It is a great advantage to have the 
•liability limited. The shares are of different kinds and the value o 
«aoh share is quite low. This attracts all sorts of people rich and 
poor, rash and prudent, to invest their capital. Large funds can 
thus easily be raised which would not have been possible if the 

liability were unlimited. 

(Hi) Shares transferable. A shareholder can sell his shares 
whenever he likes. He is not tied for life to the fortunes of a 
company. When ho needs money he can get it by selling his shares. 
Thus the investment is quite convenient. 

(iv) Economical administration. The directors have not to be 
paid salaries but just a fee for attending the Board meeting, lbus 
the company can get the advice of people of mature wisdom and 
ripe experience at a small cost. The administration is, ere o , 

economical. 

(v) Democratic. The directors can be removed by the share¬ 
holders, if they are not found satisfactory. The company is there¬ 
fore, a democratic organisation. It is the will of the general body of 

the shareholders that is supreme. 

(«,i) Permanent existence. The company has a jierpetual 
■existence. Any number of shareholders may leave it, but the 
•company continues. It can thus afford to launch enterprises which 
tnay reach the stage of profit-earning after a long tune. 

(,.;») Thrift encouraged. Bv affording opportunities of invest- 

dents even to men of small means, the company organisation 
encourages thrift and saving. This type of organisation is a great aid 

in capital formation. 

(„m) Legal control. The Government exercises control over 
working of the company. It has to conform to certain legal requ.re- 
ments. The object is to prevent fraud and to protect the interest, 
of the shareholders and the public at large. 

(ix) Risks spread out. This type of organisation enables the 

individual investor to spread out his risks Instead of » lartin b 
business of his own, he can buy the shares of a number of joint-stock 
companies. He need not put all bis eggs in one basket. 

These are some of the advantages associated with joint-stock 
form of business organisation. 

8 Disadvantages of a Joint stock Organisation As 

against the advantages mentioned above, there are certain draw¬ 
backs too: , 

(i) The limited liability may encourage rash enterprises to w 

launched. It is only the shareholder’s money that is inv,,lve ‘ 1 
the decisions are taken by the directors. One is tempted to pi y 
.ducks and drakes with other people’s money. 

(it) The transferability of shares kills the interest of the share¬ 
holders in the company. On account of the indifference of share¬ 
holders, the directors are all in all. 
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(tit) It is democratic only in theory. The directors, self— 
.elected at first manage to get themselves re-elected every time by 
securing proxies. The shareholders who should have the ultimate 
authority feel helpless. 

(tv) The shareholders are exploited by dishonest directors- 
Frauds are common. This frightens away the prospective investor 
and capital becomes shv. 

(t>) A company lacks the adaptability and vigour of a partner¬ 
ship. It is a slow-moving machine. Quick decisions are not 
possible. This form of business organisation is thus more suited to- 
businesses that can be reduced to a routine. Where quick decisions- 
are necessary, it is not suitable. 

(vi) The owners of the company, i.e. the shareholdeis, have no¬ 
personal touch with the employees. This impersonal and unsympa¬ 
thetic role results in employees being often exploited in the name of 
the shareholders. There are often labour troubles. 

Weighing advantages and disadvantages, we can say that on 
the whole n joint-stock company is more desirable and more beneii- 
cial. This form of business has come to stay and do country can do- 
without it. First class businesses can be run only in this form. 

9. Monopolistic Organisation. A joint-stock company 
sometimes grows so big that it. becomes a monopoly, and dominate* 
the whole market. At other times, monopolies are consciously 
created by all the producers of a commodity combining together to- 
avoid competition among themselves. 

What is a Monopoly ? Monopoly means absence of competi¬ 
tion, complete or partial. Sometimes a businessman alone, or jointly 
with others, comes to control the bulk of the supply of a certain- 
commodity. He is in a position to iniluence the price. In such* 
circumstances, monopoly is said to have come into existence. When- 
a firm has no rival in the field, it constitutes a monopoly. It is the- 
sole supplier of such goods. It can regulate output and is in * 
position to fix the price of the goods in question. But just as perfect 
competition is non-existent absolute monopoly is also rare. There 
is always some competition, actual or potential. 

10. Kinds of Monopolies. The following are the maim 
types: — 

(a) Legal Monopoly. The monopoly in this ease rests on a 
legal right, like a patent or copyright. A manufacturer gives a> 
name to his product and gets it registered. None else can sell a 
similar article under that name. It is a case of legal monopoly. 

(h) Xntnral Monopoly. This type of monopoly results from- 
control over some natural resources, or because a certain commodity 
is to be found in a certain part of the world only. India and 
Pakistan together have thus got a monopoly of jute, Africa of 
diamonds, and so on. 

(c) Social Monopoly. This term is used in connection with 
public utility services like gas, ehctricity. railways, trams, etc. 
These are given monopoly rights on social considerations. For 
example, it is obviously uneconomical, from the social poiut of view,. 
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to have two rivri railway companies opera', in? between Ibdhi and 

Amritsar. , , . 

Id) Voluntary Monopolies. These monopo.es are tornud by 
businessmen voluntarily. They amalgamate their businessesto 
remove competition from among themselves. Thus they reap mo 
polv profits P (n 1936, the A.C.C. (Associated Cement Companv] as 
established by the amalgamation of the existing cement companies m 
India It is with this type of monopoly that we are mostly con¬ 
cerned in Economics. Such monopolies are called combines. The 
types of combinations are based on the following terms. 

ti) They may fix a minimum price and regulate other conditions 

They may reduce or regulate output of the member- 
companies. 

liii) They may divide the market among themselves. 

ii. Different Forms of Combinations The following chief 

forms of combinations may be noted 

(a) Trusts In this case there is a complete merger 11 < 
companies forming the combination ccuise tpx^t and an ent.r ly 
new concern under a new name is formed, eg. A.L.C. m Indian 

cement J complete fusion in this case The firms 

joining the* Combination keop their separate individna iex.stenee 
They !gree to observe one or more of the terms turner .ted th. 

above section. This combination is temporary, and lasts ' nit . 

as it subs the member-firms. It is not permanent like a trust, 
sugar syndicate was an apt example of this. 

and production of many subsidiary companies. , sto 

' In addition to the above, businessmen form rings and g 

attract customers or sell their products al lug mi ra ^ tifi( , ia | 

efforts have been made to corner suppl es to create an ar 
scarcity of some commodity to get extraordinary profit. 

Advantages of Combinations These combinations are 

generally joint-stock organisations and conduct 

large scale. They thus have all the J , production, 

companv, and also enjoy all the economies of large scale p 

The following advantages may be noted : factories 

(11 Production is carried on in the most mo ' 
Out-of-date machinery is scrapped. Hence production cosi s • 

(2) There are advantage of “Xc'ad eharges. 

...Hinjj on a large wale, economy in rent, and lov ov b 

(3) Large amounts need not he spent on advertisement, for 

there is no competition. This means a great saving.^ ^ ^ 

(4) A regular supply of the commodity 1 • , 

tion is on a lake sca'c” The customers remain sat,shed. 
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( 5 ) The combination can spend large amounts on research and 
experiments. Discovery of new processes or new materials may 
bring large profits. 

( 6 ) They can put by-products to commercial use. This lowers 
the cost of production of the principal commodity. 

(7) Output can be regulated according to the conditions of the 
market. .Stocks do not accumulate nor is the market starved. 

(S) A combination has resources large enough to face bad times. 
Tt is, therefore, more stable. It will not collapse on account of losses. 

(9) Wasteful and cut-throat competition, which is socially 
undesirable and economically unnecessary, is avoided. This means 
a great saving. 

These are some of the benefits of a monopoly or a combination. 

13 . Evils of Combinations. The monopolistic combinations 
are not without certain evils which are : 

(1) The business becomes too largo and unwieldy. It cannot 
take quick decisions. 

(.) Free from the fear of competition, the producers become 
indifferent, and do not try to make improvements. The business 
stagnates and ultimately goes down. 

(3) Rivals are unscrupulously crushed. Unfair methods are 
used to beat rivals. It is a national loss that entry into business of 
new people is discouraged. 

(-1) New entrepreneurs are not allowed to enter the field. The 
industry is poorer for that. 

(5) Introduction of new machinery is put off for they are not 
willing to throw away their existing machines. This also means 
delaying improvements. 

(K) Customers are treated with discrimination. Sorno are 
favoured at the expense of others. This causes irritation and 
discontent among nianv. 

(7) Customers are exploited bv being charged higher prices. 
This is unfair. 

(tt) The factors of production are paid less reward than they 
would have got, if there were other entrepreneurs in the field who 
would require their services. This is unjust. 

(9) There is danger of corruption and bribery. The legislators 
are bribed to get. laws passed or modified in their favour. This was 
the experience of America. 

(10) A combination generally suffers from ovor-capitalivation. 
The capital is not fully covered by tangible assets. The balance 
sheet is, therefore, misleading. 

These are some of t he real evils of a monopoly. Tho people in 
general do not like tho monopolists. 

14 . Monopoly versus Competition. We havo discussed above 
the merits and demerits of monopoly. Monopoly is opposed to 
competition. Which is the better of the two ? To decide this, we 
should note the merits and dt merits of competition too. 


forms of business ORGANIZATION 


153 


.... . The producers remain alert. New 

Merits oj Competition Technical progress is speeded 

onethods of production are adopt • wil l become lazy, 

mp. If there were no competition, pros c]| one another , the 

(2) When the producers try t g , ovvered . 

■consumers gain. Prices fa! all placed in the market. It is 

(3) Better and cheaper prod ct P arkcts can be captured, 

a gain to the country as a whole-J bejng adopted and 

(4) There is n ° da Xhed There is a fair field and no favour. 

It encourages honest busin ^ P of legislators from the 

(5) There is no threat to the >nt . ke(J for pur , t y of 

bribes offered by big business 

public life and raising its moral ton . ^ th# fiU , lg gl e for exis- 

(fi) Weak businesses are^weed d. the societ y is better off 

■tenee there is the survival of the fittest. 

for this struggle. Industry I lldi „ 8tme nt8 in the economic 
(7) Competition brings abou J the working of capi* 
sphere. it believed, com- 

-talist economy possible. H - If prices are too high, 

petition among employers w 1 ( ,own. This is the 

■ZX'ZXZ&'f ' a 

ba>ed ^:::::rS"^ •*-«- --^ ,,,d "‘ 

<oated. n x Tt wasteful and uneconomic. 

Demerits of ^^i'enough there are one dozen shops. 

Where one shop should be eno , is „ drain on 

,, iet ‘ 2) Th«Tftcn n misrepresent and mislead the simple-minded 

^ The doctrine of 8 ^-^ WSZ 
beings down to the le« »f heasW. ^ ^ ^ honeRt the simple. 

often the crooked and tl a0 Jially very desirable. 

'Hiose who survive may not be 1 ’ J d unemployment 

«> WSShW C - of d “-“reeurriog booms and 
It is competition which is 

depressions. i atnn aM industry without conferring 

(6) Cut-throat competition <ton! 8 jn )of8 „f valuable 

„ Tiprinanent benefit on society- 

capital and gives a setback to ® ™ ^ ^petition lend to mono 
Conclusion. The evils of dlnitt< .,i that competition is 

.polv or combination. It■« > ^tendency in .1* mdustna 

wasteful and uneconomic. Vh* f- combinations are not 

world has been towards combmatm, ». W Tho society 

regnided injurious as it is l ,os!> ' bl ® * iting economies. H must b " 
is immensely benefited ^ rcaped ,„ ost wh o 

& w— —• - -. 

(market condition#* 
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15 . Co-operative Enterprise. We have studied individual' 
proprietorship, partnership, joint-stock companies and monopolist 
organisation. We now come to another form of busiuess organiza¬ 
tion, viz. co-operative enterprise. Co-operation is of two types, 
namely (1) Producers’ co-operation, and (2) Consumers’ co-operation. 

Producers' co-operation. In this form of co-operation, the 
workers wish to be their own masters. The business is owned by 
them. They elect their own managers and foremen. They are their 
own employees. The profits, if any, are divided among them all. 

The scheme is very attractive. The ‘accursed’ entreprenenr is 
done away with and the profits, instead of enriching a few indivi¬ 
duals, go to the actual worker*. Nothing could be more attractive 
and fairer than this. The workers are supposed to put in very hard 
work; there are no strikes or lock-outs. Co-operation is educa¬ 
tionally and morally useful. It encourages thrift among the workers 
and prevents them from being, exploited. It teaches them howto 
run a business and to work in a team spirit. 

But co-operative enterprise has proved impracticable. It has 
generally failed. The members are not able to raise sufficient capital 
and employ good managers. The workers show lack of discipline. 
Bickerings are common. The workers have powers, but lack the 
sense of responsibility. They cannot make success of a business. 

Consumers' co-operation. The consumers living in a particular 
place, or working in an establishment, combine together. iSach 
contributes a small capital. A store is opened in which articles of 
common use are stocked. Such co-operative stores are found in many 
colleges in India. Usually goods are sold at market price, and profits 
distributed among the shareholders. 

This form of co-operation has been very successful. The con¬ 
sumers feel deeply interested in their own store and extened to it 
their unfailing patronage. Not much capital is needed. The manage¬ 
ment is simple and honorary. There is legal control and inspection 
which keep these societies straight. 

The drawbacks of the consumers’ societies are that they cannot 
finance expanding business. They offer very little selection for the 
consumers. The honorary office-holders do not take pains. Besides 
being inefficient they are sometimes dishonest. Still the co-operative 
stores are very common and fairly successful. 

Other form* of co-operation. The principle of co-operation has 
been given a very extended application. Co-operative societies have 
been formed fora number of purposes. 

Primary co-operative credit societies exist in our villages. 
They are meant to help the small villagers with loans for useful pur¬ 
poses. The aim of such societies is not merely to supply the monetary 
needs of the farmer, but also to teach him self-help and thrift. These 
village societies, when they need more money, are helped with loans 
from the central co-operative banks in the district towns, which, 
in their turn are aided with funds by the State co-operative bank. 

Besides such co-operative credit societies in the villages, there 
are co-operative societies for all sorts of purposes, credit and non- 
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credit, e.g. for running schools and 

for purchasing seeds and cattle, for sale o , r » societies 
cane, for consolidation of holdings, and what not. Similar so et 

are found in urban areas too. The membership of the urban 

is larger, and profits are distributed among the membe . 

Co-operation can be of great -tviee to an agncultural county 

where the people are poor and live in villages. T • . ■ , heir 

help and thrift as taught by co-operation, wo,,ld n r ^ n °' U p others. 

way of life. The small man s strength lies in u " ^ . j thr0U ah 

The middleman, who eats away his profit, is elimii . 

co-operation. . • 

Great emphasis is put on the development of c 0 | °P < ‘ ratl ^ Jiall 
India's Five-Year Flans. It is ,mended to b ' o “ <l . b08t „ icul - 
economy on a great co-operative commonwealth. Both f t 
ture and industry co-operatives are expected toi play ■' "' P , 

role. According to the Nagpur resolution of the Lidia V.tinnal 

Congress (1959) service co-operatives are to be created with 
years for helping the agriculturists. 

16 . State Enterprise. We finally come to a form of orga¬ 
nisation known as State or Municipal enterprise. Here ‘h 
ment, or a local body like a municipality or a district boa , » 

business. This ia generally done in the case of public utiht> . 
like gas, electricity or water supply, railway or bus sen ice. 

The following advantages are claimed for the State enterprisf 

( 1 ) Profits go to the Government, and are utilized loi 
benefit of the society at large. Nation-b,Aiding departments can 
liberally financed from the increased resources. 

(2) Purity of the supply is guaranteed. There is m, ince ^ 
for adulteration for a Government ofhcial as there is for a I 

busineesman. if 

(3) Government has ample funds and can bo [ ro ' c ^ t 

needed, in the money market at low rates. Ibis wool 

of production. _ . 

(4) The best talent is attracted towards Govornmen • e 

The Government can, therefore, engage a superior slalf. 

ness, therefore, will be run bettor. t i 

(5) Government enterprise is more amenable to pop.da* 

Things will not, therefore, be allowed to go wrong. 

be exploited for long. t0 

(0) Government can afford to wait long for on * ‘ t i, e ^ e 

yield profit. Private enterprise will not be attracted • be 

lines. Big business ventures, like iron and steel "oiks, 

launched. , a 

(7) Consumers’interests are properly safeguarded. 

control in business. 
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(2) The Government servant has not the same incentive, to 
do his best as a man in private service. In Government service, 
promotion is by seniority, and not by merit. Why should a Govern¬ 
ment servant worry his head ? 

(3) There is little check on extravagance and inefficiency. The 
"Government has got a long purse to draw upon. Taxes can be 

increased to cover losses. There are no shareholders to question the 
directors in the annual meeting. 

(4) Frequent transfers of Government officials are harmful to 
■ successful enterprise. There is no continuity in policy and the 

business may be suddenly dislocated. 

(5) The Government business is all routine, and there is little 
initiative. Business of a pioneering type cannot be attempted. 
Economic progress is, therefore, slow. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Different Forms of Business Organisation : 

(1) Individual proprietorship. 

(2) Partnership. 

(3) Joint-stock companies. 

(4) Monopolies. 

15) Co-operative enterprise. 

((’>) Government and Municipal enterprise. 

Individual Proprietorship. It is a one-man business. He supplies the 

-capital, carries on the business by himself and takes the entire risk. 

yjta merit *; 

{%) Great incentive* for hard work. 

(at) Close supervision moans good quality at low costs 
ftii) Customers fully satisfied. 

(iv) Employees kept contented. 

( o) Low overhead charges. 

(ei) Ho is his own boss. 

irii) ft is easy to start and wind up this business, 
f Its demerit* : 

U) Limited financial resources. 

(ii) No scope for specialisation. 

(m) Small income. 

iir) Its existence is precarious in face of competition from big business 
(<•) A small business means economic backwardness. 

(JcticJu.iinn. Although the trend for modem businesses is to be carried 
a large seaK yet this form of organisation is not likely to disappear. In 
agriculture and retail business, it must remain. The entrepreneur likes to be 
his own boss. 

Partnership. Two or more persons combine their capital and abilities. 
The partnership deed lays down their respective rights and duties. The 
liability is unlimited. 

, partnership is one in which a partner can get his liubilitv limited. 

Hut all partner* cannot do that. Some partners must hove unlimited liability. 
The partner with limited liability is called a sleeping partner. He cannot take 
j attractive part in the business. 

Merits of Partnership : 

[*) Larger capital than the individual entrepreneur. 

{H) Diversified ability. 

Vigour and zeal. 

{if') Prompt decisions possible. 

(1 cr-onal relations with the customers and the employees. 
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Demerits of Partnership : 

(i) Unlimited liability. 

(«> Loss work and more waste. 

'<■"! life It corner to a. cod o„ reriremcn, or 

‘ h » °‘ h " 

(vi\ Insufficient capital. . . .. 

. ^ At w<*t seven men have to apply fur registration 

joint stock Company. - f<jrm the comptta y, sell shares—ordinary. 

aa a joint-stock romp* y. J Utjve preference, and deferred shares. They 

bonds. The d,r.ctor. elected by the .hareholder. carry 

“ th e“ <- o-w X'ZXaX to h «h. 

minimum cap. b.a been 

‘^“*1 UmiU* Company. SSL « 

. r^-t- - ‘"Vi., the pub.,0 to buy 

"^Contrast Between joint-stock Company and Partnership : 

^ N umber of participants in business is larger m a company than m 

<«> kss? 

12 ? «.>r fr,,,n r har “- A pftrtner - 

ship has no ®* , * l ^^* 0 * *^j^Jn°the*ainuTund objects laid down in the 
(r) Memorandum : a partnership >• free to do any business which is not 

illeK ’‘ 1 ' I ..a » nnmetual existenco ; but partnership is short-lived. 

(vi) A company as» P ‘ partnership without the cosent of the 

<**> A v pMt, ir ^shareholder can soil his shares whenever he likes 

MO iZVr 'aZnp i. moooged by owner., the company muuaped by 

the salaried employees. 

Advantages of Joint-stock Organisation : 

Advantag J production, both internal and external. 

l,mi 8 ftre 

%\ R 8ma " fo,> for 
attending a meeting ° f ‘ h * jJJJnlble directors may not be re-elected. 

,J3 \\ MnsfTordTto invest money where profits will come after a long time ; 
having perpetuol existence i^ can ovenues for investment, 

( |S1| MrtlK^G^ne^nim.cs chances of ... 

ttr) The investors con spread out tho risks. 

Disadvantages of Joint-stock Organisation t 

-I ho ha!.. being 

.ffi' ^'“."Son” in n.«, for -ha,.holder. actnahy .. d.«™lt 

' to removo tho diroetors. 

Monopoly tp'i- ubHonco of competition, purria, or complete. 

Kinds of Monopolies : 

{a] u„al monopolies, e g patents and copyrights. 

;i sLrai wpon*. ^■« 
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(c) Social monopolies e.g. gas electricity, railway, etc. 

(d) Voluntary monopolies, e.g. trusts and cartels. 


Methods of Combinations : 

(i) To fix minimum price and terms of sale. 

(it) To reduce or regulate output. 

(tii) To divide markets. . 

Different Forms of Combin.tions. True!. Complete nn.Bct.on of some 

concerns under one mime. 

Cartel _Agreement for a special purpose ; no complete amalgamation. 

Corner —Attempt at controlling the entire existing stock. 

Ping —Combination of shipping companies. 

Pool— Agreement to dispose of the available supply at fixed prices. 

Holding Company —A company which acquires control over another 
concern by buying a baro majority of its shares. 


Advantages of Combinations : 

(i) Production concentrated in the best equipped works. 

(ii) Economies of large-scale production. 

(tii) Saving of advertisment costs. 

(tt) Regular supply of commodity assured. 

(„) Large amounts can be spent on research and experiments, 
(ii) By-products utilized. 

(t>ii) Output adjusted to demand. 

(viii) A combination can face bad times. 

(jj) Wasteful and cut-throat competition avoided. 

Evils of Combinations : 

(t) Business too large and unwieldy. 

(it) Producers oeoomn lethargic as competition is absent. 

(tit) Unfair methods adopted to crush rivals. 

(tr) New entrepreneurs discouraged from entering business. 

(„) Inventions and technical progress held up. 

(pi) Some customers favoured ut the expense of others. 

(rii) Consumers are exploited. 

{niiil Factors of production got lower remuneration. 

' (ix) Danger of corruption. 

(x) Ovor-cupitalisation. 


Merits of Competition : 

(i) The producers remain alert ; technical progress accelerated. 
(ii) The consumers gain, as competition lowers prices. 

(tii) Better products are placed in the market by rival producers, 
(iy) No danger of unfair methods. 

(t>) No danger of corruption. 

(hi) Weak businesses wooded out. 

(nil) Competition is an instrument of economic adjustments. 


Demerits of Competition : 


(i) It is wasteful. 

(it) Cost of advertisement is an unnecessary drain on society. 

(tii) The doctrine of survival of the fittest is socially undesirable. 

(*p) Tendency to over-production and depression. 

(v) Cut-throat competition may damage an industry without conferring 
any permanent benefit on society. 

Co-operative Enterprise : 

These are of two types : 


(i) Producers’ co-operation ; and 
(it) Consumers’ co-operation. 

Producer ' co-operation. Workers own the factory. They elect their own 
managers and foremen. 
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Advantages : 

(»'/ Worker* have profit incentive to vvoik l ard. 
Iti) No strikes or lock-outs. 

Educative ana morally beneficial. 

(to) It encourages thrift among the workers. 

(,.) It ends exploitation ol the workers. 


Its shortcomings : 

(i) Inadequate capital. 

|m) Inefficient management. 

(t'ti) Lack of discipline. 

(it-') Quarrels and bi< keriDp6. 

(v) Divorce between power and responsibility. 

Consumers' co-operation. It means a consumers’ co-operative store or 
supply society. 


Its merits : 

(») Sure patronage of the members. 

(it) Lurgo capital is not needed. 

(lit) Management iH simple and honorary. 

(iv) Legal control und inspection. 

Its shortcomings : 

(i) Tower centred in a few hands. 

(u) Capital is insufficient for expanding business, 
(ml Little selection for the customers, 
itr) Management being honorary is not sufficiently 
(,.) Inefficiency and dishonesty of management. 


painctaking. 


Other forms oj co-operation : 

(t) Agricultural credit societies and non-credit societies in villages, and 

(ii) in urban areas. 

State Enterprise : 

Those are Government undertakings. 


Advantages : 

(») Profits spent for the benefit of the society. 

(it) Purity of supply is guaranteed. 

(tit) Financial resources are largo. 

(ti>) Thu Government can secure l ho beat talent. 

(u) More amenable to popular control. 

(ii) Tbo Govominont can wait long for profits. 

(ini) Consumers' interests are properly safeguarded. 

Disadvantages : 

(») Tyranny of the bureaucracy. . 

(it) Government servants have not much incentive to do their host. 

(iii) There is little cho<-lt on extravagance und inefficiency. 1 ho Govern- 
merit has not got to face shareholders. 

(to) Frequent transfers are harmful to successful business. 

(a) There is littlo initiative; it is ull routine. 

CAN YOU ANSWER THESE QUESTIONS ? 

I. Describe the different types oj business enterprises prevailing in India, 
and state which type oj enterprise is the most prominent in your btate. 

(Qauhati 1953 ; P. U. 1955) 

[Mention ull types given in the chapter. See Section l.J 
•j. Consider the advantages and disadvantages of the following tyjtcs of busi¬ 
ness organ ieation : 

(a) Private firm, (6) private partnership, (c) joint-stock company, andJd) 
co-operative producers' society. (Delhi 1935) 

[Mention in a summary way the advantages und disadvantages of each 
■type devoting about a paragraph to each.] [See Secs. 2, 4, 7, 8 and 15.] 
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3. Name the different forms of business organisation. Point out the source,* 

of strength and of weakness in a joint-stock company. (Calcutta 1955 ) • 

[Mention all types and See Secs. 7 and 8.] 

4. What w partnership t Distinguish it carefully from a joint-stock 

How is a joint-stock company formed ? [Soe Sees. 3, 5 and 6.] {Delhi 1949) 

Or, 

Describe the main features of a joint-stock company. How does i* d^er/rotn- 
partnership busies f [See Secs. 3, 5 and 6.] (Bihar 1956)' 

5. How does a joint-stock company raise its capital f Indicate the adran- 

tages of this type of organisation. [See Secs. 5 and 7.] (Dtlht 1955)- 

6 What do you understand by Limited Liability 7 What advantages idoes a 
joint-stock company get from limited liability t (Vital Inter Arts i960 Suppl.) 

7. What is partnership t Distinguish it clearly from a joint-stock company^- 

How is a joint-stock company formed ? What are the merits and drawbacks of such 
a form of business organisation l [See Secs. 6, 6, 7 and 8.] (J. «•*. K- 195j)' 

8. Describe the various forms of combinations among producers, 

[See Sec. 11.] (C.U. 1927) 

9 Briefly mention the advantages and disadvantages of monopolies or com¬ 
bination. [See Secs * 12 snd 13 *1 

10. What are the advantages of monopoly t Is it in any way h armful to the 

community t (See Secs. 12 and 13.] (Delhi H.S. 1958) 

11. Discuss the merits and demerits of competition in the economic sphere, 

[See Sec. 14.] ( C ' U ‘ 1938 > 

12. What are the principles of co-operative credit ! (P.V. 1940) 

[It is democratic ; management ie honorary ; it is bused on tho princi¬ 
ple of mutual help and self-reliance. “Each for all and all for 
each.” It is valued for its educative and moral advantages. 

Also give a brief outline of producers’ and consumers’ co-operation.] 


[See Sec. 16.] 

13. Distinguish carefully between a joint-stock company and a co-operative 

society. (See Seca. 5 and 15.] ( DelhtH.il. i960) 

14. Describe the factors of the co-operative form of business organisation and 

discuss its advantages. (Utkal Inter Ait * 1959 Suppl.) 


15. Briefly describe the system of co operative production and account for its 

poor progress. [See Seo. 15.] 

16. What do you know about a co-operative store1 What are the types of 

advantages that accrue to its members 1 Illustrate your answer from the working - 
of any store that you know. [See Sec. 15.] (P.O. 1948) 

17. Account for the increasing scope of State undertakings, and indicate thei's- 

advantages and drawbacks. [Seo Soe. 1C.] 


CHAPTER XV 

LAWS OF PRODUCTION 


Coats and Returns 

i Introduction. In this chapter, we shall study the effect 
on costs and returns of the expansion of an industry. As industry 
expands, in some cases the return per unit of labour and capital 
diminishes, in other cases it increases and in still other cases it 
remains the same as before. Corresponding to these three situatiom, 
there are three laws of returns, t.e. the Law ot Diminishing Keturns. 
the Law of Increasing Returns and the Law o. Constant Returns. 
We shall discusB them one by one. 

2. Law of Diminishing Returns. Every farmer knows 
by experience that generally if a particular piece ot land is cultivated 
over and over again, it yields less than proportionate return. If 
every year more, and still more, units of labour and capital are put 
into it, the successive return per unit does not increase, but actually 

decreases. 

Dr. Marshall states the law thus : 

“An increase in the capital and labour applied in the 
cultivation of land causes in general a less than proportionate 
increase in the amount of the produce raised, unless it 
happens to coincide with an improvement in the art of agri¬ 
culture.” 

Suppose there is a farmer who cultivates a small farm. He 
applies some capital and labour to his farm in certain fixed quanti¬ 
ties which we call “doses”. Suppose each dose of capital and 
labour costs him Re. 25 and the return to each dose is as follows •- 


1 


Dom Applied 


1 

*> 

— 

3 

4 
0 
« 


•> 

*• 

Marginal Return 
in mounds 
12 
1 U 
8 
6 
5 


r> 


Total Return 
in maunds 

12 

22 

30 

35 

40 

40 

3‘. 


It appears that as more doses are applied, the marginal return, 
it (the additional return) goes on decreasing. The second dose 
adds 10 maunds, the third 8 maunds, the fourth 5 maunds, and so 

on (see column 2). 




162 


nrrBODDOTOBY ECONOMICS 


The total return no douV.t goes on increasing, but>itshoo'dl bo 
carefully noted that it does not increase proportionately. .Tor 
example, when the first dose of Es. 25 « appWed. tho j*M » 1* 
maunds and when two doses are applied the total r ^ UT “ . , 

a « i tinr 'M Tt does not become double, because the yield of 

Uie'seconddoM^e riot equal to that of the first. The increase is less 
than proportionate. We can say that the total return increases bat at 

a diminishing rate. . . 

Wo roav also notice that even the total return begins decreasing 

at a certain stage. The stage of diminishing returns in the case ot 
total return however, comes much later, and if the «mer is prnden . 
it rrmv never come. The 6th dose makes no addition to the total, 
and the 7th even decreases it. It seems that at this stage too many 
men or too much manure has been applied so that, instead of doing 

any good, they have done harm. 

The above illustration can be represented diagrammatically as 

Along OX are represented doseB applied, and along OY the 
marginal returns corresponding to each dose. 


§ 

Cc 


V 

12 

10 

8 


0 



PQS£S OF CAPI TAl Fr LAbOUP 


Digramvxalir. Representation of 
Diminishing Returns 


return Jails. Hence the 
curve slopes downwards 
from left to right. At the 
6 th dose, the marginal 
return is stationary, at the 
6 th it is zero, and ut the 7th 
it is negative. 

The law of diminishing 
returns can also be called 
the law of increasing cost. 
When increased investment 
of labour and capital results 
in less and less production, 
it means that the cost of 
production per unit goes up 
jib industry is expanded. 
This is the law of increasing 
cost. 


3 . Limitations of the Law of Diminishing Returns. In 

Dr. Marshall’s statement ot the law given above, the phrase 'in 
gtnerul' is significant, it means that the law applies generally, but 
may not apply always. The following exceptions may be noted 

(1) New land, just brought under cultivation, will go on 
improving with the application ol labour and capital. Tlius for a 
few years in the beginning, the returns will be more than propor¬ 
tionate. The margiual return will increase instead of decreasing in 

the beginning. 

(2) Sometimes the capital applied to land may have been insuffi¬ 
cient. For some time, llurefore, increased application of capital 
may bring in more than proportionate returns. In this case also, the 
marginal return will go up at first instead of going down. 
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(3) If improved method.-* of cultivation are applied, then, loo, 
'the marginal return will increase instead of diminishing. 

But those are only temporary checks ; ultimately the law must 

When different laws of returns are found to operate at different 
.times, the tigure will be shown as below 



■' — + . - • t 

Law of Diminishing Returns in the Intensive and 
Intensive Forms. We have already seen what intensive cultiva¬ 
tion and extensive cultivation mean. The law of diminishing returns 
operates in both cases. If more and mire labour and capital are 
applied to the same piece of land, the return per dose diminishes 
after some time. Thus the law applies to mtenisve cultivation. 

But if, on the other hand, the farmer brings mare and more 
land under cultivation, oven then the returns will decrease It is 
ao either because the new land is interior (otherwise it would have 
been cultivated first), or because it is farther away and th» cost of 
transport increases the cost of production. Thus the law also applies 
where cultivation is carried on extensively. 

The diagram on the previous page represents the law in the 
intensive form But the same diagram can be made to represent the 
extensive form too, if instead of the doses being measured along 
OX, we measure acres of land. 

r. Application of the Law of Diminishing Returns. Wo 

have discussed the law of diminishing returns with reference to agri¬ 
culture B it its application is not confined to agriculture alone, it 
applies equally to other extractive industries hko fishing, inminir, 
an l quarrying. It begins operating oven in manufactures, >1 they 
are expanded beyond the optimum point. 

Dr Marshal! has pointed out that the part which nature plays 
■conform* to diminishin'J re'ums uni the part which man pli'fs bnwp in 
increasin'! return j. It is argued that nature is supreme in agriculture, 
whereas man dominates in manufacturing industries, ino inlereuoe 
is drawn that in agriculture man’s ingenuity is hell in check by 
nature and he feels helpless. In m mufactures, however man is 
free to’or /anise business, and introduce now economies undisturbed 
by nature. The work in the factories can go on continuously and 
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nature cannot interfere. Man is the master. Hence there are- 
increasing returns. 

Broadly speaking, this is true. The law of diminishing returns- 
operates in agriculture and that of increasing returns in manufac¬ 
tures generally. But from the limitations ol the law ot diminishing 
returns, we have seen that even in agriculture, under certain circum¬ 
stances, the law of increasing returns may operate. JLn the same 
manner, the law of increasing returns does not always operate in 
industry. If the industry is extended beyond the optimum point,, 
the returns will diminish instead of increasing. Hence this statement 
is not always true. 

Correctly speaking , increasing and diminishing returns are two 
uspecta of one and the same law. They apply both to agriculture and 
industry only at different stages. 

6. Why the Law of Diminishing Returns Operates in. 
Agriculture. There are several reasons why the law of diminishing 
returns applies more generally to agriculture. They are : 

(1) Agriculture is largely under natural inlluences like climate, 
rainfall, and weather conditions. The best human efforts may be 
neutralized by adverse natural inlluences. 

(2) There is a very limited scope for tha use of machinery in. 
agriculture. Thus economies which result from the use of specialised, 
machinery caunot be secured here. 

(3) The scope for division of labour is also limited. Hence the 
advantages of division of labour are lost and diminishing returns 
set in. 

(4) Agricultural operations are spread over a very large area 
and supervision is difficult. This reduces the yield. 

(5) Agricultural labour is in a state of enforced idleness for iv 
part oi the year. The work is of an intermittent nature. This adds 
to the cost. 

(6) Soil gets exhausted after sorno time and yields less and 
less. This leads to the operation of the law of diminishing returns. 

(7) All lands are not equally fertile. If cultivation is extended* 
to inferior lands, the returns per acre must decrease. This will 
mean diminishing returns. 

Agricultural yields arc poorer in India than in other countries 
because rainfall is uncertain, methods of cultivation are inefficient, 
ami the peasants are too poor to invest capital in land. Irrigation 
facilities are also inadequate. Hence the law of diminishing returus- 
applies to Indian agriculture with a special force. Until and 
unless these defects are remedied, the agricultural yield in India will 
not compare lavourably with that ot other countries. 

7. Law of Diminishing Returns in a General Form. 

We have discussed the law ot diminishing returns with reference to 
agriculture. But the law is not peculiar to agriculture. It applies 
to industry, too, under certain circumstances. Dr. Marshall's 
statement of the law (given in Section 2) relates to agriculture only. 
But economists now give the law a much wider application. 
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ita°additional supplies cannot be had at all. or lnf “ rI °^™" q ”e 

obtainable, the law of diminishing returns must operal*.^ ^ ^ 

■- Thir 

tion : f a r:f ;r; ,,e r * ,«,«»^ 

factor, arc comfc.W .. it/, a fired fader, the return Jar the factor 
increased will diminish. Benham states the law thus 

"As the proportion of one factor in a combination or 
factors is increased after a point, the marginal and aver , 

& p Wr « beginning the 

Return m/v increase but after a point it will diminish 

The following diagram is usually drawn to illustrate the law 
diminishing returns in the form of increasing costs - 
Units of output am measured 
.a I on" OX costs along OY. 

As more is produced, the cost 
increases. For instance, when OM 
is produced, the cost is PM am. 
when more (i e. OBT) is produced 

the cost rises to P'M . 

8 Importance of the Law 
of Diminishing Returns in 
Economic Theory. This law is 
one of the most fundamental laws 

of economics. It lies at the root UNITS OF OUTPUT 

ot almost all economic discussions , . . liaw! 0 n it. 

In particular the Malthusian theory ofI *“ ' popu | at ion 
T’nod supply does not keep p'*“ £ t| ,„ law 0 f diminishing 

Mehl co, 

rx.: c w^“ 1 ’Tir , r^ a K:n & be™ ,. 0 Mdt.„, t0 

propound his theory of pupuJa-tion. on,y do 

1 F The Ricardian theory of rent is also baseil on } ^ ^ , abour 

the superior lands yield a surplus,« ' This surplus is 

aud capital yield higher ^^ 0 ^^ th. law of dim- 
palled economio rent «andI « 1 d|» <t^the fonm . 

Marginal productivity y aat ^ t 8 ^p fc roduction I is 8l mib- 

•<udy in production but also in disfnbutio.i. 
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Thus the law of diminishing returns has a very wide appli¬ 
cation in economic theory. 

9 . Law of Increasing Returns. The law of increasing 
returns is the opposite of the law of decreasing returns. Where the 
law of diminishing returns operates, every additional investment ot 
capital and labour yields less than proportionate returns. But, in tno- 
case of the law of increasing returns, the return is more than pro¬ 
portionate. 

The law can be expresstd in terms of costs too. Increasing 
returns mean lower costs per unit, just as diminishing returns 
mean higher costs. Thus the law of increasing returns signifies that 
cost per unit of the marginal or additional output falls with tne 
expansion of an industry. As more and more units of the commodity 
are produced, the cost per unit goes on steadily falling. 

While discussing the Jaw of diminishing returns, it was staled 
that the law operated because of the dearth or scarcity of one or 
more essential factors of production. Some factors cannot be increased 
while other factors are increased. The result is a defective combi¬ 
nation of factors. There are, however, some industries where all 
factors required are available at any moment and in any amount. 
Hence, whenever a combination ot the factors becomes unbalanced, 
it can be set right. As a consequence, the law of increasing returns 
willopeiate in them instead ot the law of diminishing returns. 

The law of increasing returns operates only up to the optimum 
point, i.e. the point of maximum return. As a business expands and 
moves towards the optimum the return per unit goes on incerasing, 
i.e. the cost of production is falling. It the business is expanded 
beyond the optimum point , the profits will begin to decline, and the 
law of diminishing returns begins to operate. The law of increasing 
returns may then be stated as under : 

“As the proportion of one factor in a combination of 
factors is increased, v]> lo n j/oint, the marginal product of the 
factor will increase. The phrase *'up to a jxjint may bo- 
carefully noted. T he increasing return will be only upto a. 
point. Later, the return may diminish. 

Suppose a hosiery manufacturer invests successive doses of 
Us. 1,000 each in the product ion of pullovers and the results are as- 
given in the schedule below' :— 


iJoteit 

Total 

C tul of production 

Mar i/if ml 

apjAied 

CHltjtUt Of 

per 

output 

< R *. 1.000 

Pullover a 

Pullover 

[Pullover*) 

rue!*) 


I!*, a. p. 


l 

200 

0 0 0 


2 

800 

4 0 0 

300 

;; 

1.000 

0 0 0 

800 

4 

1,600 

1 H 0 

600 

•j 

2,800 

2 0 0 

000 


This table makes it clear that as the manufacturer goes on- 
enlarging his business by investing successive amounts of Ra. l.OOO - 
each. the. total output goes on increasing (column 2), the cost of pro¬ 
duction per pullover goes on lulling (column 3), and the marginal or 
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- * * ,.f Pv l 000 oroprf on increasing 

additional output of each extra < > 

(column 4). u with the help of a diagram too. 

Wo can show the above resn , i, x Column 3 above. 

The diagram shows the decreeing own . ■ „ maim . 
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t he cost curve. U is e,ar the, as the eoaie of production — 

the tee 

and Why ? The law of ■ c u is not hampered by nature 
manufacturing .ndasirter. of economies, both internal 

He gees ahead and benefits from asm econom i e8 of large- 

and external. We Available to a big manufacturer, 

soalo production. ^biy rolllic tion becomes more anil more 

e»nomicli rea The SSt SproiLtion fails wbieh means an increasing 

■ -w t , y does rsr 7z!T;^ 


return. 


S 2 .'=t*n=rr=VW‘ a. a. a 

increasing returns operates id m ^ ^ introt i„ c tion of machinery. 
(1) There is a , “ r ? e .. . P jt caI) he kept continuously at work. 

Th^reault^tlmt'capital'coBte of^pecialiawl^abour. The 

result^S o^lt^ansiowering of coals. This means 
increasing returns. industries being generally on a ^rgor 

(3) The manufacturing mo both internal and external. 

scale, are able to TTuy^ng-d -^g economy in admin.s- 

These economies ^nd salesmanship, benefit of reeearcli and experl- 
tration, publicity an managerial economies, etc. 

mente, financial, in work from natural 

<4.1 Unlike agriculture, lnwrrupuwi a minor 

"“"a^itereareTolTbteaWewrProduction ia smooth 
“and economical which means inerting returns.^ ^ ao th t 

- —of— 
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and spoiling of machinery. Expert guidance and advice are always 
at hand. Hence production is carried on economically. 

It is on account of all these reasons that the law of increasing 
return operates in industry. 

ix. Law of Constant Returns. The law of constant 
• returns is said to operate when the return remains the same as the 
business is expanded or contracted. Every additional investment of 
labour and capital yields the same return as before. Or, in other 
vords, whatever the scale of production, the cost of the product per unit 

remains the same. 

We have said before that in certain cases when the business 
moves towards the optimum, the returns increase, and when it goes 
beyond the optimum, the returns decrease. But, if after having 
reached the optimum point, the returns continue to be the eame, 
they are said to be constant. 

The following table illustrates the law :— 


1 

•» 


4 

DjHfS 

'Total nutuber 

Cost per 

Marginal out¬ 

{R«. 7,0061 each ) 

of blanket« 

blanket 

put of blanket* 

prod need 

Tin. 

• • 

1 

100 

10-00 

• • • 

*♦ 

mm • • • 

L>00 

1000 

100 

\\ 

.100 

10 00 

100 

4 

•J00 

10-00 

100 

6 

500 

1000 

100 


A blanket manufacturer invests doses of Rs. 1,000 each in his 
business which progresses as follows— 

When he invests Rs. 1,000, the number of blankets produced is 
100, and when he spends Rs. 2,000, the number of blankets produced 
is also doubled, t e. 200 (column 2). The return is therefore propor¬ 
tionate. The cost of production per blanket remains the same, t.e. 
Rs. 10 whatever the scale of production (column 3). The marginal 
output remains constant, i.e. 100 (column 4). Every extra invest¬ 
ment of Rs. 1,000 yields an additional output of 100 blankets. 

The law can also be represented in a diagram thus :— 

Along OX are measured the successive investments of Rs. 1,000 
each, and along OY the marginal or additional output in hundreds 


OUTPUT OF BLANKETS 


The Luu oj Constant Costs or Constant Reiur ns 




of blankets. I he cost 
is Rs. 10 per blanket in 
each case, whether 100 
or 500 blankets are 
produced. This is 
shown by the line CC' 
running parallel to OX. 

12. When Does 
the Law of Constant 
Returns Operate ? 
We have already poin¬ 
ted out that in an 
industry where nature’s 
influence is dominant. 
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*.q. Agriculture, diminishing returns set in quickly, and where ma.MS 
supreme, the law of increasing returns operates But uh 
man is supreme nor natur<\ that is where the influence of the tic 
eqZlllZZZ, u, Ml have neither increasinrj returns nor d„n,n,h- 
-i,u, returns. Instead, tee shall hare constant returns. 

In every industry, we find the influence of both man and nature. 
Nature eentrels Ute raw materials, while man .lireeU tl* manufae- 

to the law of constant returns Tlte common exampte f 

industry is the woollen blanket-weaving industry. Here tn 
material (wool), is supposed to cost about as much as the 
manufacturing cost* put together. 

If there is integration of the extractive and^ man’t acUrmij 

industries-e.!,. sugar making and a V 0 V LTanreturn. 

uron-ore-mining, dairying and tt P rlc “' 7^e Xstry are combined, 
will operate. Here the two aspects he n l stry liniI 

.viz. the agricultural aspect which ts subject to the ^ ^ |aw 
returns and the manufaetunns »sp t • tendencies to counter- 

wiJhTrel that the law of constant returns 

operates^ ^ ^ wry industry two tendencies are con* 

tantly at work, viz. those of dimin.sh.ng returns a. «1 of ut rea , ,g 
returns. Wherever .he, sea eofof lucre, tsed 

S the rTater the ecu, returns in ttso «f 

division of labour, bujing at ‘ f l * e m -’ -a an( j Het j ri operation 

These economies tend to lower t \c I eIM j en cies are evenly. 

the law of increasing returns. If *® ’ . other we shall have 

balanced, f.e. if one tendency neutralizes the other, we 

the operation of the law of constant returns. ... , . 

t ► i IT*, however cither the tendency of diminishing 
In actual ,l [ e J l ® W ^ u , tur o and other extractive industries, 
•returns is stronger, as in agricuiiu jn , nost manu- 

or the increasing returns tcnden<\ ~ ‘ j f co „stunt 

facturiog industries. Thu* t h.only for a 
TK jlSd of "TU either the return increases or decreases. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

. 'Z I„f tno.easio; Hot,mu., or the Low of l.,wreos t o»t. 

(«0 Tho how of Constant nature, or the haw of Const,,,, v. . . # 

a. 
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Limitations of the Law. It mny not apply to the following canes : 

(a) where new land is brought under cultivation, 

(I,) when capital applied so far has been insufficient, and 

(c) when improved methods of cultivation are applied. 

Intensive and Extensive Forms of the Law of Diminishing Returns : 

hitfun «»•<* : when tfie Fame piece of land is cultivated, over and over again.. 

Extensive ; when inferior or distant lands are brought under cultivation. 

Application of the Law of Diminishing Returns. It applies to all 
extractive industries like agriculture, fishing, milling, quarrying, house buudmgr- 

etc. , , 

Is it trot to nay thot the law of diminishing returns applus to agriculture amt 

the law of increasing returns to nianufaclurir.g industries I Not necessarily. 
Generally that is the case ; hut both laws may apply to agriculture as well as to- 
industry. They apply at different stages. 

The Law of Diminishing Returns Operates in Agriculture due to : 

(a) operation of natural foroe*, 

(h) limited hcoi o for division of labour and the use of machinery. 

(n difficulty <»f supervision owing to wider area of operations, 

(d) intermittent nature of agricultural work, 

( e) exhaustion of the soil, and 

(/) inferior lands yielding emallor returns. 

The law specially operates in India due to uncertain rainfall, lack of irriga¬ 
tion. defective system of cultivation and the ignorance arid poverty of 
farmers. 

The Law of Diminishing Returns in a General Form. “As the pro- 
|K.rtion ot a factor in a combination of factors is increased, ajter a point, the 
marginal and average product of that factor will diminish. (Denham). *he 
law applies where there is dearth or scarcity of an important factor of pro¬ 
duction fo that combination becomes defective. 

Importance of the Law of Diminishing Returns. It forms the basis of 
the Multtiiisiim theory of population, the Ricardian theory of rent, and tbp 
marginal productivity theory of distribution. 

The Law of Increasing Returns or of Decreasing Cost. Where there is 
„o dearth or scarcity of a factor of production, the. law ot increasing returns will 
apply, for the defective combination con bo von acted by increasing the required 
factors. The law applies when the business is approximately of the optimum 
tuy.e. The law can be thus stated : 

••As tho proportion of one factor in a combination of factors is increased, 
up to a point, the marginal product of tho factor will increase.’' 

Where dots the. law of increasing returns operate and why? It operates in- 
all manufacturing industries on uccount of tho e« onomies of large-scale pro¬ 
duction and the supremacy ol' man shutting out tho disturbing influences of 
HHtlllV. 

The Lnw of Constant Returns. If the business keeps to tho optimum 
size, the n turn will continue to bo the same. Tho law of constant returns will 
apply where tho two tendencies of diminishing ret urns and increasing returns 
just balance each other a» in a half-and-half combination of extractive ami 
manufacturing industries. 

When the law ot* constant n tnrns operates, the cost, per unit remains the* 
Kane whatever the hcale ol production. 

IF YOU HAVE UNDERSTOOD THIS CHAPTER YOU SHOULD EASILY 

ANSWER THESE QUESTIONS 

l. What are the lawn oj production / Describe the working vj any one oj 
^ #m if, th # 7 reduction oj at lea^t one wain commodity in your province. 

[By the laws of production, we understand those principles which- 
govern the expansion of industry. There are three laws of produc¬ 
tion, viz. the Law of Diminishing Returns, the Law ol Jm reusing. 
Returns and the Luw of Constant Returns. (See Sec. !.);> 
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CHAPTER XVI 

SUPPLY 


Stock is not Supply 

♦ 


Introduction. We have reached the end of the study of the 
Department of Production. This study, however, will be incomplete 
without a knowledge of the nature of supply and the forces tna 
lie behind it. The Department of Consumption is concerned witi 
human wants and their satisfaction. Consumption deals with tne 
demand side, and production with the supply side. This chapter 
is a counterpart of Chapter VI on demand. 

i. Meaning of Supply. Supply means the quantities that a 

seller is willing and able to sell at different prices. It is obvious 
that if the price goes up, he will offer more for sale. But it the price 
goes down, he will be reluctant to sell and will offer to sell less. 
Supply thus varies with price. Just as we cannot speak of demand 
without reference to price and time, similarly we cannot speak of 
supply without reference to price and time. Supply ts always at a 
price The supply of any good may then be defined as a 
of the respective quantities of the good which people are ready to offer 


for sale at all possible prices. 

Just as demand implies willingness and ability to pay, m 
same manner the phrase ‘ready to offer for sale’ in the definition of 
supply given above implies both willingness and ability to deliver 

the goods. 


Like demand, supply is also relative to person, place and time. It 
would be different in a different place, at a different time and with a 
different person. When wo say that A is willing to supply 100 
maunds of wheat at Rs. 10 per raaund, we mean that lie will do it m 
a particular set of circumstances. Any change in these circumstances 
will bring about a change iu the supply. 


2 . Distinction Between Supply and Stock. The terms 
‘supply* ami ‘stock’ are often confused. A clear understanding of 
the difference between the two is essential. Stock is at the back of 
supply. It constitutes potential supply. Supply means the quantity 
actuaili/ offered for sale at a certain price, but stock means the total 
quantity which can be offered for sale if the conditions are favourable. 
At. anv time, the godowns in the mandi may be full of wheat. This 
is the stock. If the price is low, very little wheat will come out of 
the godowns. The quantity that actually comes out is the supply. 
The stock will change into supply and vice versa according as the 
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, . • foil* Tn case of perishable articles like fresh 

milk andvcget'ablea, there tan,.difference between .ujjPUf. 

The entire stock is supply and has to oe 
disposed of quickly, it will perish. 

, Supply Schedule. Corresponding to the demand schedule 
of milk, given'in Chapter VI, Section 3, we have a supply schedule 

of the milkman. 


Price per seer 
Rs. 

1 00 
0-7 f> 

0 (50 
0 50 
C-40 
0-25 
0-10 


Quantity offered 
for ante 

10 seers. 

8 


5 


• > 
• p 


»« 


** 


4 ... 

oil 


We notice that as the price falls, less millt is beingoffered for 

sale and as the price rises, the mdkman is prepared to sell mo . 

’ 4 . Supply Curve. The supply schedule can be represented 
in the form of a curve as under : 



I 234 567 8 9 10 X 

quantities of milk offerer SEERS ) 

Quantities of milk offered for sale are measured along X^aud 

irom^h^Mt^to th^righc'^Thi^meums that as the price rises, more 
is being offered Jor^sale and ™ of the fU pply schedule 

end supply*urve, we^n formulate -„f 

any good^whicrp^ple are"ready to offer for sale generally 

varies directly with the price. quantity offered 1 

dulses. It should 
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bo noted that, in the case of demand, the quantity demanded varies 
inversely with the price., t.e. as the price rises, demand decreases, and 

vice versa. 

The law of supply way be put in another way. ''Other things 
remaining the same, as the price of a commodity «ses its 
supply is extended, and as the price falls its supply 

contracted.” , r , 

When prices are low, many individuals and h^ras do not and 
it. worthwhile to sell, for their costs are high and profits low. But 
when prices rise they are in a position to carry on production with 
prolit and sell more. Higher prices mean higher profits. The desire 
for larger profits carries production to the farthest limit jielamg 

net profit. 

Some Exceptions : (a) In an auction, goods are sold away 

whatever the bid. It is possible that the seller is badly in need of 
money and wants a certain amount of it. As soon as that amount 
is made up, he will refuse to sell more. The higher the price, the 
smaller the quantity he will need to sell in order to get the required 
amount. It is also possible that a person wants to get rid ot a 
quantity of goods as in the case of a person going abroad. In such 
a case, he will sell away all that he has, whatever the price olTered. 

(6) When a further heavy fall in price is expected, the sellers 
may become panicky. They will sell more even if the price falls. 

These exceptions, however, do not falsify the law of supply 
enunciated ftbove. Generally the law holds good. 


6. Extension and Contraction of Supply and Increase 

and Decrease of Supply. As in the case of demand, so in the case 
ol supply, we must distinguish between extension and contraction 
ou the one hand, and increase and decrease on the other. 

Extension and contraction. When the quantity olTered for sale 
increases or decreases merely because prico has risen or fallen, we 
use the terms extension ami contraction. The supply schedule is 
the same and wo travel up and down the same supply curve. 

Increase and decrease. If, on the other hand, the change in 
the quantity olTered for sale is caused, not by a chance in price, but 
by a change in the conditi ms of supply, we say that supply has 
increased or decreased. The change in the conditions of supply 
implies a change in the technical conditions; perhaps a new process 
or a new material has been discovered, a new labour-saving device 
has been discovered, or raw materials and other factors have become 
cheaper. On account of these new developments, the manufacturer 
may bo able to oiler more for sale even if the price has remained the 
same or gone down. If the conditions have become unfavourable, 
he will not be able to supply the same quantity at the old price. 

Extension of s'tpph / means that more is offered at a higher price, 
while increase in supply signifies that either more is offered at the same 
'price or the same quantity is offend at a lower price. 

Contraction and decrease in supply are the opposites of 
expansion and increase in supply. Contraction of supply means that 
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““^Prices are measured along OY and quantities offered for sale 
I n <r OX SS' is the old supplv curve and BB (dotted cm ve) is (tie 

Wu.hor than PM) Oil' is offered which is more. l‘ig. - sh^s an 
increase in supplv, for Oil' (i.c. more) is offered instead of Oil 

Diagrammatic Re r r's'Ma,io» of Increase ar.d Dccrru" ,u n ly. 




Fip. 1. 

'Extension and Contraction 

A 


o Af' M X 

Fip. 3 

Decrease in Supply. 


Increase in Supply* 

. /p\r-P'M') Also the same quantity ONI is offered 

the san e price (L M r ) ^ (yM> (f e , e39) id offered in place of 

Ht a lower price rp'M' — p\H Also the same quantity 

Z ~vr sMBffl ™. !"»•• • >■-1* 

» '“;' 35 : 

supply vanes direct y . ^ quantity offered will contract, 

•offemd will extend and as .t which it extends or contracts 

aUribU r te faU n P^/'i^Lown as the ElaMicUy of S,r PP l, It 
7„ts a toTbe BenlitivrncsH or responsiveness of .be supply to change. 

inpr,< * - I rrxav not always respond to the changes in price at 

But supply m y o(]it is perishable, e.tf. fresh millc, ripe 

the same rate. lf t '“ ,he supply cannot be withheld and the whole 
frurU, eegetahlcs, c o the sup^> ew the pric0 In , his case, as 

of it must ^ offered • difference between stock and supply, 

already pointed out, there s . u ■ i„ 8en3 i t i ve to a change 

SX SW a. —W ■» — “ 

”“;r»- -”v,;'.t,rS“S2:,r:ri.3:S 

^ large fixed capital, y ( nnt be quickly increased when the 

motor ears, etc. tn • I . pame the case with a 

P** ^"trtaXg'u™ to be put on the market. For 
■commodity wtncn i«i b h cotton only in a 

example, you can methis case. too. it is diflicult to 
idlest thc supply to demand immediately. In such cases, the supply 
<is called inelastic or less elastic. 
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But if there is a very large stock of commodity a'ready im 
existence, and the commodity can be stocked, or kept back wi ou 
loss, then the supply put on the market will vary with pnoj. More 
will be offered when the price is high and less when it is low. ine 
supply of such a commodity is said to be ola9tic. 

To sum up : We can say that if a small change in price (rise or 
fall) leuds to a big change in supply (extension or contraction), the 
supplv is elastic ; on the other hand, if a big change in price (rise or 
fali) leads to a tmall change iu supply vexte nsion or contiaction), it is- 
inelastic or less elastic. It should, however, be noted that the supply 
of no commodity is absolutely inelastic ; hence, as Marshall says, we- 
should call it comparatively inelastic or less elastic. 

Diayran.matic Representation oj Elastic und Inelastic Supply. 


quantity 



Fir. I. 

I.pfs EhtPtir or Inolnatie Supply. 



Via. 1 represents inelastic supply and Fig 2 elastic supply-- 
Trice is measured alumt OY and quantity offered along OX. n Fig . 
when the price rises from PM to P M (which la a considerable rise) 
the quantity offered increases from Oil to O M only, which is not 
much. Hence* the supply is not elastic. 

In l'i' r ° the rise in price from PM to P“M- is not so large, hut 
the increase in’supply from OM to O.U 2 is quite considerable. Hence 
the supply is elastic. 

8 Changes in Supply. We cannot attribute changes in 
supplv to changes in price, because when supply changes in conse¬ 
quence of a change in price, it is called extension and contraction, 
and not increase or decrease. In order to account for increase or 
decrease in supply, we have to discover the factor* which bring about 
n change in the verv conditions of supply. In other words, we must 
ascertain why supply expands or shrinks irrespective ol the changes, 
in price The answer lies in the changes in the system of production. 
The following are some of the factors which effect supply : 

(1) Natural 'Conditions. If rainfall is plentiful, tiim-lv, and well 
distributed, there will be bumper crops. On ihe contrary, floods, 
droughts, or earthquakes .and other natural calamities are bound to- 
uffect production adversely. This is one set of conditions which brings 
about a change in the supply. 
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(2) The volume of production or supply is also influenced by 
progress in technique. In manufacturing industries, this is a very 
important factor. A new machine may have been invented, a new 
process discovered, or a new material found, or per aps a ne\\ lue 
may have been found for a by-product. The discoveries of synthetic 
dyes, artificial rubber and wool are some such discoveries. The very 
conditions of supply are changed by such discoveries or improvements 

in technique^ ^ ^ 0 j the f actor8 0 f production also brings 

about a change in the supply of the commodity. If they become 

cheap, the supply will increase, and vice versa. 

(4) An improvement in the means of transport reduces the cost 

and increases the supply of the product. Thus conditions of supply 

^(5) Calamities like war or famine must also affect the supply of 
goods. We are only too familiar with the shortage of com.nodit.es 
caused by the war, and the dislocation of production bj famine. 
Even at higher prices adequate supplies were not forthcoming 

(6) The monopolists deliberately increase or decrease the supply as 
it suits them. Thus exercise of monopolistic power brings about a 

Ch ™%) D ThVfilcal policy of the Government also affects the' B «PPjyj 
A higher import duty will restrict the supply and a lower dut> will 

stimulate it. 

These are some of the factors which bring about changes in the 
conditions of supply and increase it or decrease it. 

o Force Behind Supply - Cost of Production. A 

study of demand has shown us that the force behind it is the margi¬ 
nal utility of the commodity to. the consumer. Every consumer 
compared consciously or unconsciously the price that he has to paj 
and the satisfaction that he derives. He goes on buying more so 
long as the satisfaction he derives is greater than the price lie has to 
pa/- and he stops buying at a point where the price and the satis¬ 
faction are just equal to each other. This point is the point of 
marginal utility. We see that price measures marginal utility. 

A similar analysis of the supply will show that the supply of a 
commodity is influenced by its cost of production. This is the force 
behind supply. Let us then turn our attention to the study of the 

cost of production. 

Cost of Production and Expenses of Production. In ordinary 
«neecb the term ‘cost of production* is used in the sense ot money 
posts ( V expenses of production. In Economics, however, it means 
l«b our efforts, sacrifices and exertion involved m the production 
oTa commodity, while expenses of production signify only money 

° 0Bt ,o Analysis of Cost of Production. The cost of production 

of a commodity is composed of two types of costs : rime cos s a • 

8upljk ' r ^ n ^ t Prime C0 6ts mean special or direct costs. 

They includeTe money cost of the raw material used m making a 



178 


iniboduotoby economics 


commodity, the wages of the labour directly spent on it, and the 
extra wear and tear of the machine that makes it. For example, 
if you ask a carpenter what he would charge for a chair, he would 
first think of the wood and cane that he used and the number ot 
days he spent in making it. This is the prime cost. 

It is clear that the prime cost of a commodity varies with the 
quantity produced. If more chairs are made, more money will have 
to be spent on carpenter’s wages as well as on wood. If production 
is stopped, the prime costs disappear. Prime costs, therefore, are also 

called the variable costs. 

(6) Supplementary costs. Will the maker of the chair only 
charge for the wood and his wages ? These things are, of course, the 
first that he will think of. But this is not the amount he will 
charge for it and he will be a fool if he does so. Besides these, he 
will think of’including a portion of rent that he is paying and interest 

on the capital invested, the municipal taxes, etc. A big company 

will further have to include a portion of the salaries of the manager, 
the clerk, the peons, the cost of advertisement and salesmanship, 
etc. These costs must also be covered. They are called supplemen - 
tary costs, on-costs or overhead charges. 

The supplementary costs do not vary with the volume of pro¬ 
duction Whatever the quantity of goods produced, big or small, 
charges on account of rent, taxes, interest salaries of foreman, etc. 
must be paid. Even if the orders cease to flow in and the factory 
is closed, these costs will continue. They are fixed costs. 

Normally, or in the long run, a producer must recoup himself 
for both prime and supplementary costs. Each article sold must 
fetch a price sufficient to compensate the producer for the raw 

material used, the wages paid to make it, and a fair proportion of 

the supplementary costs or overhead charges. 

But if times are not normal, if there is depression in business or 
dumping is being done by foreign competitors, then it will not be 
possible to recover both the prime and supplementary costs. Rather 
than clo=e down the factory, the manufacturers may rest content 
with only the prime costs and perhaps a small proportion of the 
supplementary costs besides. 

11 Marginal Cost of Production. The cost of the additional 
or marginal output, which a producer just considers worthwhile to 
produce is called his marginal cost of production. For example, 
if a producer of-pullovers increases his production from 100 to 200 
pullovers, and does not consider it worthwhile further to increase the 
scale, then the extra 100 pullovers that he produces is called his 
marginal output, and its cost is the marginal cost of production. The 
producer will go on expanding his output so long as the market 
price of pullovers is higher than his cost of production. But as he 
produces more, his costs will increase and a point will be reached 
when the costs overtake the price. He will stop there. He has 
arrived at the margin. Further production will mean a loss. The 
cost of the last addition to his sc ale of production is the marginal 
cost of production. Hence marginal cost means the cost per 
unit of the marginal output, i.e. the output considered just 
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worthwhile to be produced and the output where he stops 
further production. 

Marginal cost of production also means the cost of pro¬ 
duction per unit of the marginal producer. Producers engaged 

in a certain industry vary in ability. Tneir costs vary according to 
their efficiency and the prices at which the factors are available to 
them The producer who is the least efficient and who has therefore, 
the highest cost of production is called the marginal producer The 
cost, at which he can place bis goods in the market is also called the 

marg, The C marginal cost coincides with the price in the market for 
if the price in the market is higher, another less efficient producer 
will start producing, whose cost will be higher and wil be equal to 
the price n the market. He will become the marginal producer. If 
the price in the market i. lower than his cost, then he will stop 
producing. The supply will decrease, and the price will move up till 

t reaches the cost of the marginal producer. 

Thus the marginal cost of production may mean eitber- 

(i) Cost of production per unit of the marginal output, or 
2 Cost of production per unit of the margin'd producer. 

I2 Marginal Cost and Average Cost. Marg.na cost is 
Pot the same thing as average cost. Look at the following able - 

lli/l/ tiiv/ - _ _* Afcrnnr rnxt 


Number of pullover/ 
produced 

100 
200 


Total 

cost 

Its. 

200 

f>00 


Mara inn l cost 
per pullover 
Its. 

2-00 
3 00 


Average cost 
per pullover 
Its. 

2-00 

2*50 


M first the producer makes 100 pullovers. Then he produces 
• fi r inft Tho addition to his cost is Rs. 300 which 

200 ' 'VTfip pulver for each of the second 100. The marginal 
means Ks. 3 P^P'"^ |p Jg in all Bs . .-,00 on 200 pullovers the 

cost is !*-• * • js on] R g 2 50. The average cost is found by 

“T c . r ?f° the total cost bv the number of articles produced. But the 

marginal'cost means the’addition made to the total cost m producing 

an extra <l' ian “/ connccted Supply. Just as there are cases of 
, i f a ioint demand and composite demand, 

fltoilarlythere^are 2 cases of ^inter-related supply, rf. Join, 

and Joint supply refers to goods supplied or 

1 ,le l iointlv Some commodities have a common origin and are 
nroduced n t he same process. Examples JOINT SUPPLY 

Le wheat and straw, cotton and cotton 
Bced wool and mutton, etc. When any 
ne of them is produced, the other is 
produced automatically. For instance, 
when we produce wheat the straw comes 
out itself. One is called the muin pro¬ 
duct, e.g. wheat, and the other is called 

the by-product, e.g straw. 

In some cases the joint products . 

.are produced in nearly fixed proportions, WOOL 



MEAT 


SKIN 
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e g. cotton and cotton seed. Their proportions cannot be varied. 
Iif other cases, the proportion can be varied. For example by cross-¬ 
breeding it has been found possible to breed sheep either for wool or 
for meat. The quantity of one can be increased at the expense of 

the other. r 

(b) Composite Supply. When there are different sources ol 

supply of a commodity or service, we say that its supply is oomposed 

** * _ r _ 11 fiAiimno Vmi nnn tTRL Uflnb' 



from electricity, gas, kerosene oil, 
candles, etc. All these sources go to 
make up the supply of light. It is a 
case of composite supply. Wherever 
there are substitutes or rival sources of 
supply, the supply is composite. There- 
is competition among them and the- 
. most economical source of supply is- 
tapped first. But they also combine and 
co-operate to satisfy the same need. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 
Meaning of Supply. Supply means tl.o quantity offered for sale at a. 

pnce and at a Stook i 8 T oUntial supply, i.e. what could be supplied' 

if conddkms wore favourable, while supply means the quantity actually oftered 

^ ^Suoolv Schedule. It is a table giving quantities offered at different prices. 

¥ PP \ K „ nn \ v Other things remaining the same, as the price of a com- 

exund/d. and aa the price fall.. ... .apply is con- 

tracted. , 

Excplion.: Supply may not incrcaae or decreare 

II) at an auction when only one article is offered for sale, 

(2) if a seller badly needs money, and 

(3 when a further heavy rise or fall in price is expected. 

Distinction Between Extension and Contraction of Supply on the one 
Knndandincrease or Decrease of Supply on the other. Extension or con- 
t“?in“dep "d. an a change in pmeit.le.ee. .ncrce.e or dcceaeo ,s mdepen- 

dent of price changes. . . 

Extension of supply means that more is offered at a higher price. Increase 
in supply, on the other hand, means more offered at the same price or the same 
m 8U PP , J* , lower priie. Contraction means less is offered when the 

price Vails Dec ica-o in supply, cn the other hand means that less is offered at 
Uie same price or the some quantity is oflored at a higher price. 

Elasticity of Supply. When supply is responsive to changes in price, it is 
c ulled elastic ; but w. on it cannot be quickly adjusted to demand ns reflected in 
' changes, it .s said to he inelastic. Goods which are perishable or tbo pro¬ 
duction of which takes a very loeg time have an inelastic supply. 

Causes of Changes in Supply: 

lit Natural causes, e.g. rainfall, natural calamities, etc. 

A-/) Technical progress, e.g. discovery of new materials, new processes,, 
new muchines. now use of oxisting products, etc. 

(in) Changes in the prices of factors. 

(,„) Improvement in the means of transport. 

[v) Calamities like war anfl famine. 

(ci) Deliberate action by the monopolists. 

(vi,) Fiscal policy of the Government. 
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Force Behind Supply. Supply .= ultimately governed by the cost of 

production. production. ‘Expenses’ mean 

money^tTco't^iS^e^eea.oBorts, option, abstinence, 
•etc. undergone in producing a commodity. MjM mean th8 cost of 

unatej::;^" commodity. They naturally vary 

with rru r ~—r:-"- 

the establishment, reut, interest, etc. iney 

° f Pr “y. the price of a oT^oa 

S5SS S7n>"‘" p*»— nnly prim9 may be 

covered. , /i, thp* cost nor unit of the 

iimrglmd’ou^put^or’riTthe’cost^fproduc^u per «-«£*•» «“ 

marginal producer (whoso costs are generally the highest,. 

Marginal costs are different from average costs. , q . infc 

.u^i^ 

oomm^-'lich^rL horosene oil. «... electricity, etc. It ,, . case of 
composite »apPjy you answ£r THE POLLO WlNG QUESTIONS ? 

Wh .„ d „ yo . . by .apply ? Account /or Amy,. .» .apply 

2 . Can yon think 0/ -prion, ,0 the «» » 

on ZXaZti’HM 

by diagram. . , t i. at j t is possible to supply 

[See Sec. 6. Increase in ““PP 1 * ,! 11S0 price is not affected. 

^ T .JL-* ar,ic '" 

w - ,md “ n,ii ' n ' work * of 

urt have inelufltio 
Distinguish belu tcr *— 

(„) of production and expend oj production. 

(b) Prim, c.u,ts and supplementary co»t*. 
f f , Marginal cotta and average roota. 

(d) Comport' supply and joint »upply. 

l0 7:S. if.) Soo Section 10. (r) Sco Section .2. 

un^rt — ... V i—. 

I Bee Sec. 11.] 


1. 


6 . 


7. 
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CHAPTER XVII 

MARKETS 

Market is not a Mandi. 

1. Introduction. Of the four departments of Economics, 
we have disposed of Consumption and Production and now we enter 
upon a study of the third, namely. Exchange. Exchange means 
buying and selling. We buy what we need, and sell what we can 
spare. Buying and selling are ordinarily carried on in markets. We 
shall, therefore, first study markets and then discuss how the prices 
come to be settled. Then we shall study the mechanism of 
exchange, i.e. money, credit, banking, international trade, etc. The 
present chapter is devoted to the study of markets. 

2 . What is a Market ? The terra‘Market’needs explaining^ 
as it has got a different meaning in Economics from what it means 
ordinarilj'. In every-day language, the term ‘market’ is used in 
the sense of a particular locality, or a place where the buyers and 
sellers of a commodity assemble and strike bargains. The commodity 
is either displayed or stocked there. The exact Hindustani equiva¬ 
lent for ‘market’ is mandi. Almost every town has a viandi and a 
big city has several of them. A viandi encloses a big square with 
shops all around. The commodity is displayed on the platform in 
front of the shops or is stocked in the godowns. The sellers of the 
commodity bring it into the mandi in carts from the neighbouring 
villages. The buyers and their agents, brokers or dalals, also reaoh 
the place. The bargain is struck in the presence of the buyers 
and sellers. This is what the term ‘market’ signifies in the ordinary 
language. 

But in Economics the term ‘market’ is used in an entirely 
different sense. Here it has no reference to u particular place. 
The buyers and sellers need not assemble anywhere. They may be 
living in distant places. Their coming together is unnecessary. 
They can do business with the help of the telephone, the telegraph or 
ordinary post. In this sense, a wheat market does not necessarily 
mean a kanak mandi, where the businessmen assemble to buy and 
sell wheat, but it stands for growers of wheat to whichever place 
they may belong, and the purchasers of wheat, wherever they may 
live, if they are in contact with each other. The French economist, 
Cournot, defines a market thus : 
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“Economists understand by the Urn, 
market place in which things, are owg “ n h} , u inUrco u,se with one 

7 n Zr t ^X‘oft K l S c goods tend to equality easily and 

^ This definition of a market brings out the following essential 

dsssssf: 

sSSSSSSSSSrsex 

"% The same price must rule for the same thing at the same time 

r- i Markets la the earliest stages of civilization 

3. Evolution of Markets j|d fruit9 an( ] covered his 

man lived in a natural state. g There wfta n0 give and 
nakedness with the skins^of one wa8 capable ot 

fellow-beings was needed 1 forthe satisf t ^ hunting 

ho was too ill to collect oo , q jt happened that of 

weapon, which weapons and P ?he other in 

hunt”"’ The W two“o C u| P d gain if each specialised in what he could do 

Bu^at first^^e^ple^d not know the^us^eofnaone^a^nc^cac^ayrd 

what others could spare an , f dfviding a commodity like 

wanted. There was also the d W ^ valuable tha „ the 

r t C "tfTotv economy that 
It was only with the oTwi the 

rr«on“ofmaXt? “m twrpoints of view, uic. geographical and 

’'“tic.,-*? 

tfjrxzzvsisss, - —.. • 1 - 

-ssttss&A -»■ ■“ “ 

intercourse ot any kind. , living in one locality 

w ixi» as t.-my- 
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few hamlets near one another. Exchange was not confined now to 
the members of one family, but to all people living in the locality. 
Heavy and bulky articles, for which the freight charges would be too 
heavy, have still a local market. Moreover, perishable articles like 
fish, milk and vegetables have ordinarily only a local market. 

(c) National Market. In this case, all the inhabitants of a 
country or members of a nation participate in the buying and selliDg 
of a commodity. The boundaries of the market are now as wide as 
the country itself. Fruits of Kashmir, for instance, travel to Bombay 
and Calcutta. 

(d) World Market. In the world market, the people of different 
countries of the world are in commercial intercourse with one another. 
A portion of the wheat grown in Australia is consumed in England. 
Indian manganese is sent abroad, and British cloth is exported to 
Africa and India. Only such commodities find a world market as 
are durable and are universally acceptable. 

It is not to be supposed that in the new stage, old types of 
markets disappear. For example, when national markets grow, the 
local markets do not disappear. All types of markets exist side by 
side. For some commodities, like fresh milk and vegetables, we 
have only local markets, and for commodities like cotton, wheat, 
precious metals, etc. we have world markets. 

The factors iesponsible for geographical evolution are the 
development of the means of communication and transport, and the 
use of scientific methods of preservation like refrigeration. The motor 
truck and the railway have carried the mangoes of Hoshiarpur 
(Punjab) to places like Delhi, a distance of 250 miles nearly. Before 
that, they had only a local market. The railway vans can carry 
grapes from Quetta (Pakistan) to distant places. Speedy means of 
transport have undoubtedly widened the area of the markets. 

(B) Functional Evolution. Another line of development of 
the market can be observed iu the way the market functions. From 
this point of view, we may distinguish between the following stages 
of development :— 

(a) Mixed or General Market. At this stage, traders do not 
specialise. They deal in all sorts of things. There is one general 
mnrket for all commodities. It is a mixed market. The same 
dealers deal in a number of commodities. A village retail store 
stocks all the articles commonly needed by the residents. It can 
supply cloth, salt, oil, matches, sugar, Hour and what not. 

(5) Specialized Markets. This is an advanced stage. The traders 
specialize in the sale of particular commodities or even the particular 
brands of them. Some deal only in wrist watches, others in clocks. 
There is a separate market for each commodity like wheat, cotton, 
gold, and stocks and shares. £omo markets are wholesale markets, 
and one cannot buy goods in small quantities in such markets. For 
small transactions, there are separate markets called retail markets. 

Functional development of markets may also be based on the 
methods adopted in doing business. These stages are : 

(*) Inspection. The commodity is actually seen before it is 



markets 


185 


.purchased. This is even now necessay i. some cases, ,g. in the 

^purchase of a horse or a house. whole 

(«) Sample. The next stage is when mstead ofae-^ h 

• commodity, the purchaser relies on a sampl 1 . " Business 

implies a higher standard of honesty among b- ^ ' 

■hy sample will fail if the traders show one thmg-d se..^ ^ ^ 

(»<■*) Grade. Another stage comes when, th p numbered . 

•even see the sample. The commo i ie • n businessmen and 
The quality uf each grade ,s well-known among ^ ^ An 

consumers, e ». 591 wheat, d.« “ p and'for ‘Key' brand long 
Indian merchant places an °" ler b - ' w itli which he is already 

.cloth. He knows that he will get the tb ,, mD i e thereof. 

familiar. There is no need of seem* the ^ in ; ® en ; iv e use of machi- 
But the commodity must be gradable. 1■» ■ • J grading, 

mery today turns out standardised articles and iac. o 

4 . Law of Market Price. The t^remu^eS 

•‘market’, which we have studied a >ove, 0 f a commodity 

free intercourse between the buyers. and *e ° Fr om lbi , it is 

-that the price tends to equality easily and q »c . • ^ ^ of any 

.easy to infer (he law of market price which ^ ^ Diireren t 
.commodity in a market must be the Mine ! | separate commo¬ 
nalities of the commodity ^ be /jBW 0 / Indifference. 

-dities for this purpose. This law ma, • indifferent as to 

When the same price prevails in a market one 

from whom one buys and to whom one sells. 

5 . A Perfect Market. Where the law of market^pri ^ 

crates, i e. where the same price rules for the same when 

same time, the market is said to bt» per foot Th, will h to 

a commodity can be movedqu.ckyfrorn one^ ^ . flf seUe rs 

another. U A market is said to be perfec , * ^ ^ lranMClxon s 

and buyers are promptly aware >f V ^ buyers and when 
pike place and all the offers made by 0 ri0nver seliJ ’’ Only under 

all buyers can purchase from any seller mrn0 ,lity at 

.such conditions will the same price rule for the same 

rthe same time in the market. fulfilled before 

The following are the conditions which must 

a perfect market can develop : er8 aml buyers 

(i) Free Competition. Competition bet ^ ^ between 

.011 the one hand, sellers and ?* 1 1 ^ h ® r ^ h There should he no 

'monopoHst 1 “the?on the buyers side or h ^ 

* - competition - 

-same price rule in the entire market. Communication. 

(ii) Cheap and Efficient Means of ^ "^’' tMl from one 

V commodities cannot he cheaply and q nek > si|lli ,„ y> 

S»5S 
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communication are cheap and efficient, any considerable difference: 
between prices can be removed by carrying goods from a region oi 
low prices to that of high prices. This movement of goods wilt 
continue till the prices are equalized. In a perfect market all the 
potential buyers and sellers must be promptly aware of the pricea 
charged and offered. There should be no ignorance about such 
matters. 

(Hi) Wide Extent. It is also necessary that the market for the 
commodity should be as wide as possible. A limited market is usually 
an imperfect market. The extent of market depends on the nature 
of the commodity, whether it is durable or perishable, and the nature 
of demand for it, whether it is steady or lluctuating. It also depends 
on several other factors discussed in the section below. 

For some commodities the market may be perfect and for 
others imperfect. For consumers’ goods of a perishable nature the 
market is generally imperfect. For producers’ goods like machinery 
it is perfect. Wholesale markets are generally more perfect than 
retail markets. A labour market is less perfect, for workers lack 
mobility. Markets for money, gold, silver, and stocks and shares, 
are perhaps the most perfect. For real estate, the market is less 
perfect. For second hand books, the market is imperfect because 
there is no standard price. 

6 . Extent of the Market. There are several factors which 
make the markets wide or narrow. Of these the following may bo 
noted : — 

(a) Extent of Demand. If the demand for a commodity is 
universal and constant, it will have a wide market. In the case of 
limited or fluctuating demand, the market will be narrow. Naturally 
a certain type of garment, which is worn only in a particular region, 
cannot have a wide market. 

{b) Portability. For a wide market, the commodity should 
have large value in small bulk, e g. gold, silk, etc. so that it pays to 
carry it. Bulky and cheap articles like bricks are not portable, and 
cannot have a wide market. The market for them is a narrow one. 

(c) Durability. If a gooil is perishable, e.g. fresh fruits and 
milk, it cannot have a wide market. Only durable articles like gold 
and those which do not quickly rot, e.g. wheat, can have a wide 
market. Such commodities can be carried over long distances 
without deterioration. 

(./) Possibility of Sampling and Grading. Those commodities 
have a wide market which can he easily graded or sold by sample. 
In such cases, even foreign customers can buy goods without being 
deceived. Xon-standardised goods cannot have a wide market. 

(e) Peace and Security. Trade between distant places is not 
possible unless peace and security reign. The size of the market* 
therefore, depends on the state of law and order in the country. In 
a disturbed State, the traders in one region will feel great hesitation 
in entering into trade relations with traders living at a distance. 

(/) Fiscal Policy of the Government. The extent of the market 
also depends on the policy of the Government. Tariff walls in the- 
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shape of import duties, import restrictions or /“‘'Tn 

tZg foTmost 

houseT whie h‘bor^omoney ‘ The monl-y market is concerned with 
b0rr °S::“ « *«*«■ Thi. market is concerned with 

take place on the spot. m.rrha«e and 

Stock Exchange. This is an organ,sa useful. It 

sale of stocks and shares Such an^ rg ^ . indus t‘ries into new 

s^'sr -ss?* -tHf^of s ho r £ 

Sf!Sfi3Si « K and soid induces investment in new 

ventures. True value of share, comes to preva.I. 

8. Specula,ion-Its Meaning, 

what is popularly known as satta. lt is wlient „ n ,l cotton are 

companies and primary com mod it ( deliveries take place, 

bought and sold at current prices but^oactual ueirv of 

The settlement is made at some fn nre <late ™ith tbe so ^ the 

making profits by the differencebetween^hemment^r, ^ , 

price at the future date. I „ f P: n i. s that it will co up to Rs. 1 ! ‘ 1,1 
maund in May, and a speculator thinks that it a Hi P P Rs 10 pwr 

November, he will buy one unit Tf his forecast is correct 

s p~t;^ 0 57 b< ». -i" 

is speculation.*Tfhe'comroodity 3 is. not actually bought and sold. 
Onlv the difference is paid and received. , {(i . 

" 9 . Kinds of speculation. Speculation is of two types-/ ^' 

mate and Illegitimate. i rt a nr c nrocee<l in a 

(l) Legitimate Speculation. When 10 ®P . They study the 
scientific manner, it is eaUed legitimate ppecu romm odity. 

climatic conditions >» cour,tr, « tt ^ 1 1 h 8t J y t , K . n.pply situat.on. 

They also study crop forecasts. I hu ^ pro |. m i,le demand— 

In the same manner, they try Then after carefully 

possibility of a war, increase in pop lUuon et about the 

studying the necessary data they arrive a the future, 

PS- if Only°expcr°s can maS .«*»««' ““‘»- 

“Thtkind Stfta® called*! legitimate speculation. 

-). A unit conaiato of 100 maunde of wheat. 
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(2) Illegitimate Speculation. But if speculation is indulged in 
blindly without such a scientific study, it is called illegitimate. It 
is gambling pure and simple. It is just like tossing a coin in the 
air. Thus scientific speculation by experts is legitimate but indis¬ 
criminate speculation by their blind followers is illegitimate. The 
activity is the same, only the character of people indulging in it 
makes the difference. 

io. Does Speculation Serve Any Useful Purpose ? Few 

people think well of speculation or of salta as they call it. A man 
who indulges in it is condemned by society. They call him a sattabaz 
or a gambler and look down on him. Condemnation of illegitimate 
speculation on both economic and moral grounds is justifiable. 

Legitimate speculation, however, is useful. There is ample 
economic justification for this type of speculation. One great advan¬ 
tage is that it makes prices steady by reducing violent fluctuations. 
Let us see how it does this. 

How speculation makes prices steady. Let us take the eame 
example again. Suppose I think that in May the present price of 
wheat, Rs. 10 per maund, will go up very high in November. I enter 
into a bargain for the purchase of 500 maunds. When I buy, many 
other people follow’ my example. The result is that the price begins 
moving up due to the activities of speculators like myself. Speculators 
do not buy wheat for personal consumption. Their sole object is to 
make a profit. When, therefore, November comes, we all sell out. 
The result of these sales will be to depress the price. Left to itself 
the price of wheat might have gone up to Rs. 18 per maund or even 
higher. But because we nro all selling and there is more wheat in 
the market, the price w ill not rise to such heights. On account of 
these additional supplies, it may rise only up to Rs. 14 per maund. 
We had anticipated a big difference between May and November 
prices. But as a result of our action the difference has been reduced 
to Rs 4 per maund only instead of Rs. S or more. We have preven¬ 
ted a violent rise in price. We have not been able to stop the prices 
from rising altogether, but we have narrowed down the range. This 
is how speculators steady prices. Steady prices are beneficial in 
several wavs : 

V 

(1) Steady prices are useful for consumers. If prices keep moving 
up and dow n the scheme of consumption is upset. The consumers 
cannot properly map out thier expenditure and cannot secure maxi¬ 
mum satislaction from their limited resources. Hence steady prices 
are good for consumers. They are free to arrange their consumption 
of commodities without any fear of being upset by changes in prices. 

• (_) Sturdy prices an useful for manufacturers. Manufacturers 

are anxious to obtain their supplies of raw materials at steady prices. 
They have t,<> rpiota prices of their products months ahead. This quo¬ 
tation is based ou the prevailing price of the raw material, but the 
material itself has to be purchased later. If, therefore, the price goes 
up in the meantime, they will be losers. But the existence of a 
speculative market protects them. They enter into a contract for 
supplying these goods in the future and protect themselves against 
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losses from price fluctuations. The owner of a Hour mill, for instance, 
undertakes to supply flour to the army at a certain price. Lest "heat 
should become dear and put him to loss, he enters into a future 
transaction and purchases wheat for the month "hen he has < 
deliver the flour, lie thus cover, his contract and avoids the r.*h of 
loss from fluctuations in wheat prices by means of speculation 

(3 ) Speculation is useful for society at large When speculators 

begin buying wheat, it is a warning to society that a shortage mat 
be feared The Government can take timely steps to economise .he 
consumption of wheat and prevent its wasteful use. Rationing may 
Sodaced or the Government may take other suitable steps to 

control prices. . 

Hence speculation is very useful to consumers, manufacturer , ami 

the society in general through its steadying influence on prices n 

„ Dangers of Speculation and the Remedies. Tne 
dangers of speculation arise from two causes : from its excess and 
from the ignorance of the speculators. 

Excessive speculation is bad. Price movements are overdone. 
Fluctuations of prices become more violent. Many businessmen art 
rubied The market is dislocated, and even bonafide defers come 

10 ^‘ignorant speculation, or what has been called illegitimate 
aneculation, is dangerous. Instead of having a wholesome influence 
on prices, it upsets their steady movements. Illegitimate speculators 
ruin themselves and do a lot of harm to society. Led by mere 
rumours they are apt to buy when they should sell and sell when 
thev should buy, thus making prices fluctuate violently. Their 
activities cut at the root of genuine business. Hence speculation, 
when carried to excess or indulged in blindly as a gamble, dislocate- 
trade and industry, and proves harmful to the community, f pecu¬ 
lation is good, but too much speculation is bad. \\hen speculation 

becomes an end in itself, it is dangerous. ...... 

What are the remedies ? Speculation not only rums individual 
businessmen but also proves harmful to the economy of the country 
in a number of ways. It is therefore felt necessary to control the 
activities of speculators. The following are some of the steps that 

can be taken * , ., . 

(i) Legislation. Anti-speculation laws can bo passed so that a 

curb is put on speculative activities. But wo cannot solely rely on 
laws to check unhealthy speculation. Clover speculators will always 
be able to find some loopholes in the laws and adopt some dt.\ice. 

to evade them. 

{ H) Jletorm of Stock Exchanges. It is possible to introduce 
some reforms in stock exchange practices in order to prevent ovy- 
uneeulation But these reforms can be successful on y the 
businessmen co-operate wholeheartedly. Such co-operation may 
.“always forthcoming. Hence reform of stock exchanges may 

not prove very effective. , 

(i*») Vigilant Press. The press can play an important role in 

checking speculation by exposing the nefarious activities o the 
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speculators. In this way, strong and healthy public opinion may be 
created against speculation and speculators. 

(iv) Sound Business Morality. The real remedy against 
speculation is the building of sound business morality in the 
country. So long as the business morality remains low not much 
can be achieved in this direction. Unfortunately, this is the 
situation that exists in this country at present. 

(v) Commercial Intelligence. Speculative losses can be avoided 
if the Government places at the disposal of the community correct 
and up-to-date statistical information. If correct business intelli¬ 
gence is supplied promptly, there will not be much scope for 
unhealthy speculation. 

Speculation, however, cannot be rooted out altogether; nor is 
it desirable to do so. What is needed is only a curb on over-trading 
and unhealthy speculative activities. The above measures will go a 
long way in achieving this object. 

12. ‘Bulls’ and 'Bears’. These terms are current among 
speculators. When price changes, it benefits some speculators, and 
means a loss to the others. There are some who will gain if the 
price rises. They are called ‘Bulls'. A bull tosses up his enemy. 
Those who gain if price comes down are called ‘Bears' . A bear 
tramples down his enemy. The market is said to be bullish if 
prices are showing an upward tendency. It is tezi. If the prices 
are coining down, it is bearish or mandi. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Meaning of the term ‘Market.’ In Economics, market is not synony¬ 
mous with Mandi. It does not refer to any particular locality or place where 
the havers and sellers assemble together ; it rather means the whole of the region 
to which the doalors in a commodity belong. 

Evolution of Markets. In the earliest stage of human socioty, there was 
no exchange and henco no markets. When exchange did begin, it was by barter. 
Then came money economy, and exchanges multiplied. 

Evolution of markets can bo traced from two points of view : 

(a) Geographical Evolution : 

1st stago—Family markota : 2nd stage—Local markets; 3rd stage —Nation¬ 
al markets; and 4th sta.se—World markets. 

At present all stages exist side by side. For some commodities markets 
aro local, for others national and for still others world markets. Geographical 
development has taken place on account of development in fclio moans of com¬ 
munication an 1 transport and scientitic processos like refrigeration. 

(b) Functional Evolution : 

1st stage_General or mixed markets ; and 2nd stage—Specialized markets. 

On the basis of the methods of working : 

1st stage—inspection ; 2nd stage—sampling ; and 3rd stage—grading. 

Law of Market Price. The same prico rules for the same quality of a 
commodity at the same time in a murkot. 

Perfect Market- Whore the same price rules for the same commodity at 
the same time in a market, it is called a perfect market. 

Conditions oj a perfect market : 

(u) Free competition. 

(6) Cheap and efficiont means of transport and communication. 

(c) Wido oxteat. 
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Wide Market. It depends on : 

(a) Wide demand for the commodity. 


(6) Its portability. 

(c) Its durability. 

(d) Possibility of its being sampled and graded. 

(e) Peace and security in the c ountry. 

(/) Fiscal policy of the Government. 

Some Specialized Markets. Money Market is . oncerned with borrow! 
und lending of money. 

Foreign Exchange Markit— for buying and selling of foreign exchange 
foreign currencies. 


ag 


or 


Produce Exchange —is concerned with the purchase and sule of agricultural 


produce. 

Stock Exchange—is an organisation for the purchase and sale of sto< Us and 
shares. 

Advantages oj Slock Exchanges : 

(а) Capital enabled to move from one industry to another. 

(б) Shareholders are enabled to realise cash for their shares when in need. 

(c) Investment in now ventures is stimulated. 

(d) True value of shares comes to be settled 


Speculation.—This means buying and selling at current prices, hut the 
transaction is to bo carried out nt some future date. 


Kinds of Speculation : 

(a) Legitimate Speculation— It refers to transactions on scientific business 
lines carried on by experts who thoroughly understand market conditions. 

(b) Illegitimate Speculation— It moans speculation by blind followers of 
scientific speculators. It is pure gambling. 

Advantages of speculation s 

Speculation steadies prices. It is, therefore, useful for (a) consumers, 
(b) producers, and (c) the society in genera). 

Dangers of speculation : 

(t) Excessive speculation brings about violent movements in prices. 

(it) Illegitimate speculation ruins the speculators, and is harmful to society. 

Remedies : Legislation, vigilant press, healthy public opinion, reform of 
•exchanges, prompt commercial intelligence, etc. 

•Bulls' and * Bears' : 

•Bulls' —who stand to gain by a rise in prices. 

•Bears' —who etund to gain by a fall in prices. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1 Define market. What factors lead to the rise and extension of market t 
JIas the extension of market been beneficial to India 1 (P.U. 1936 ; J. <£* K- /V-'d) 

[For definition see section 2. 

Factors leading to rise and extension of markets : Markets arose 
when population increased, and division of labour caino in. 1 be 
extension of markets was due to development in the means of com¬ 
munication and transport bringing people of distant lands together. 
Scientific processes like refrigeration, and the development of market¬ 
ing technique in t lie form of sampling und grading also worked m 
the same direction. 

• For India it has produced both good off ots and bad. Good 

effects have boon that producers havo pot better prices, consumers 
have been enabled to use commodities produced elsewhere and the 
standard of living has risen. Territorial division of labour has 
increased wealth ; oxchango of ideas goes along with exchange of 
goods ; prices have been equulised ; fuiniuo relief lias becoino more 

effective. 
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The bad effects have.been that natural resources have been* 

exploited for the benefit of foreigners. India began 8 P ecia ‘ ,8 > n e 
tho production of raw materials which is economically unprofitabl 
and ancient Indian industries havo been ruined Prices of goods 
and raw materials have risen for domestic consumers and manufac- 
turers. It 1ms led to dependence on foreign countries which pro\es- 

dangorouB during a war.J 

2 What is a market ? Discuss the factors which determine the size of a 
market Jo, different eommoditie,^ ^ ^ />j# ; , 960) 

State giving reasons what you would expect to be the size of a market Jar inck- 
wheat, fresh vegetables, precious metals, milk, Kashmtn ajrples and a/< °™ ^oSt 

lieservt Bank. ' 

Or 

Define market. What are the conditions of a wide market ? What is the 
extent of the. market of the following commodities : Mangoes, books written tn 
Hindi, Government of India Securities. (V.P. Board 1956 : Saugar J952) 

[See sections 2 and 6. Mangoes, Kashmiri apples, fresh vegetables 
and milk being perishable commodities, have a local market or I ro- 
vincial market ; books written in Hindi have a nutional market and 
so also Reserve Bank shares, precious metals and the Government 
of India Securities ; bricks have a local market.] 

3. What do you mean by market in Economics ? What is the nature of the 
market for the follou-ing :— 

(a) Fresh vegetable, (6) Wheat, (c) Brick, (d) Gold. (Delhi 1955) 

[Sec Q. 2 above, (a) local market, ( b ) world market, (c) local market,, 
and (d) world market.] 

4. Distinguish between perfect market and imperfect market. 11 hat are the 

conditions which help to make the market perfect ? (P.U. 1949 ; J. & K. 195o) 

/ Or 

What is a market ? Distinguish between perfect and imperfect markets . 
Show with the help of a diagram hou price is determined under free competition . 

[See Sec. G.] (P.U. 1956 Supply 

5. JFAa< is a market f Explain carefully the conditions which determine the 

size of a market. [See Sec*. 2 and 0.] (Delhi H.S. 1959) 

6. TFn'fc a short note on Stock Exchange. [See Sec. 7.] (P.U. 1947). 

7. What 19 speculation ? IFAcif are its advantages and disadvantages ? 

[See Sees. 10 and 11.] (P.U. 1955) 

8. Distinguish between legitimate and illegitimate speculation . IV hat mean* 

would you suggest to prevent illegitimate speculatioi\ f (Agra 1947) * 

[See Secs. 9 and 11.] 
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PRICE FORMATION 

The two blades of scissors 

1. Introduction. The Department of Exchange representy 
a synthesis between the first two Departments of Economics viz. 
Consumption and Production. The consumer wants something, the 
producer is prepared to supply it. Consumption is the study of the 
demand side and Production that of the supply side. In Exchange 
we discuss how prices are determined by the forces of demand and 
supply. Price determination may be studied under (a) perfect 
competition, (6) monopoly, and (c) monopolistic or imperfect com¬ 
petition. Here we study price formation under perfect competition. 
A word about perfect competition. 

2. Perfect Competition. What constitutes perfect com¬ 
petition ? It implies the following things :— 

(i) A large number of buyers and sellers. When there are a 
large number of buyers and sellers in a market, no one alone can 
influence the demand or the supply position of the commodity. 
Hence no single dealer oan influence price. 

(u) Homogeneous Commodity. The commodity to be sold 
should be of a uniform quality. In this way the same price will 
tend to prevail in all sectors of the market. 

(*t») Freedom of Entry or Exit. The buyers and sellers should 
be free to enter or leave the market. This will iron out the irregu¬ 
larities arising out of abnormal gains or abnormal losses. If, for 
example, there are abnormal profits, more businessmen will enter 
into the business and their competition will bring down the rate of 
profit to a normal or reasonable level. 

(tv) Perfect Knowledge. The buyers and sellors should have a 
perfect knowledge of the market position. If they are ignorant of 
the prevailing prices, they cannot take advantage of the differences 
in prices. These differences will continue which means that the 
competition is imperfect. 

(vi Jlfobility of Factors of Production. Factors of production 
should be easily mobile so that adjustments can bo made promptly. 
If the factors cannot move, it will hamper competition. 

These are, in short, the implications of perfect competition. 
As a result of all these influences, under perfect competition tho 
same price tends to rule at the same time in a given market. No 
individual seller or buyer can influence the price by his own action. 
Price for both buyers and sellers is a given factor. 
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significance of but he must also under- 

merely repeat parrot-like t explain the forces which he 

-'^ ; =r £r£:r:r:sr 2 c- 
“ isssa."?.s= 

SSSssssws *.=£=nr 

0fferC On the side of buyers, the law of demand price operates. If 
price rises demand contracts, and less urgent wants of the-poorer 
Fess lceen buyers will remain unsatisfied. On the other hand, if price 

falls demand will extend. 

Tn pursuance of the law of diminishing ut.l.ty a purchaser can 

£,* 2 -£ K sr,,v;.r»s"» 

marainal utility to the purchaser which indicates the price. 

It is not correct to say that marginal "*“‘**“£*•^2 
price, because marginal utility is itself governed y P • P 
falls marginal utility will also fall, and time vena. We can only say 
that* price^measureB ^marginal utility or that 

price coincide. Thus, on the demand side , price lends to equa 
marainal utility as measured in money. 

Supply Side. A similar analysis has also to be made o e 
forces operating on the supply side. The quantity w i 
diately influences price is not the stock of the commodity m 
existence, but the quantity actually offered for sale. 

Just as there is competition between buyers and buyers, 
similarly there is competition between sellers and sellers, l a 
seller will bo able to sell who is prepared to accept the lowest price. 
So long as his supply is not exhausted, his price will rule the market. 
If any other seller wishes to sell, he must also sell at this very price. 
When his supply is finished and some demand is still unsatisfied, a 
higher price will become effective. Hence as a result of competition 
between sellers and sellers, one price comes to prevail. 
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Supply too is elastic. In accordance with the law of supply, more 
will be offered at a higher price than at a lower price. If the price is 
not high enough, those sellers who do not urgently need money will 
not sell. 

Just as the buyer will buy at a price which he thinks just worth 
his while, i.e. the price which measures his marginal utility, in the 
same manner, the seller also considers whether it is worth h«s while 
to sell at a certain price. He must look to his total costs. The price 
must compensate him fully i.e. cover both hi* prime and supple¬ 
mentary costs. Temporarily, he may sell cheap and even incur a 
loss, but he cannot go on doing this indefinitely. His total cost must 
be covered in the long run. It is the cost per unit of the marginal 
firm or marginal output that has a determining influence, this is 
-called marginal cost ot production. 

Hence on the supply side it is the marginal cost of production to 
which the price must approximate in th• long run. 

But it is wrong to say that 1 he marginal cost of production 

-governs price, for the position of the margin itself depends oil price 
We can only sav that the price approximates to marginal cost of 

iroduction. 

To sum up. ‘ From the side of Demand the price of an 
article tends to equal the marginal utility or the estimate of , 
the marginal purchaser, while from the side of supply, it 
tends to equal the marginal cost of production or the costs 
incurred by the marginal firm The point of coincidence 
between marginal utility and the marginal cost, both as 
measured in terms of money, indicates the price.”— {Silv- muni) 

Or simply, we can say that, at any given movement, the price 
corresponds to marginal utility; in the long run it tends to 
approximate to marginal cost of production. This is what is 

called the. theory of value. 

4. Equilibrium between Demand and Supply. In 

previous section, wo analvsed the forces operating on the side of 
demand and on Hie side of supply. The price in the market is t he 
result of an equilibrium between these two forces. Tint price will he 
stable at which these forces are properly balanced or are in equilibrium. 
Equilibrium is the point at which equal quantities ot goods are 
placed in l lie two pans of a pair of scales. L“t 11 s see how the forces 
of demand and supply act and react to reach the point of equilibrium. 

Let us consider the following demand schedule for milk in the 
market and its supply schedule 

Milk demand'd (trtde.) Price j>rr wer 

lie. 100 

75 nP. 

2 <;o n i\ 

r.u nP. 

4 40 11 P. 

n 25 nP. 

, { 15 nP. 

At Re. I per seer, the sellers arc prepared to sell 10 rads, but the 
1,livers are unwilling to buy any. Obviously, demand and supply are 


Millc duppliol [tmh.) 

10 


5 


1 
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not in equilibrium at this price. The supply is greater than the* 
demand. The price must fall. It will go on falling till we reach a* 
price where the demand for milk and its supply are equal. 

Take the other extreme. At 15 nP. per seer, the buyere want 
to buy 6 mds., but the sellers offer none. Again, there is disequili¬ 
brium. The demand is greater than the supply, and the price must- 
rise. It will go on rising till we reach a point at which the demand 
and supply are equal. 

The price at which the same quantity is demanded and the 
same is supplied is 50 nP. per seer. Here there is an equilibrium 
between the two forces. Till the equilibrium is reached the price must 
either move up or come down. But at this point, the price has come 
to stay. This is how interaction of the forces of demand and 
supply determines the price. 

The buyers who are just induced to buy at 50 nP. a seer are the 
marginal 'purchasers ; they would not have purchased, if the price were 
even a bit higher. This price is changed from all the purchasers 
irrespective of individual utilities. The differences in the individual 
circumstances of the purchasers will be reflected not in the different 
prices paid but in the different quantities purchased. For example 
a rich man would buy more than a poor man till his marginal utility 
comes down to the same level. 


The seller who is just induced to sell at 50 nP., and who would 
not have sold if the price were less is the marginal producer. The 
costs which he was just induced to incur when the price was 50 nP. 
is the marginal cost. At 50 nP. a seer, marginal utility and the 
marginal costs coincide and there is the equilibrium. 

Diagrammatic Representation of Equilibrium 

Quantities of milk are measured along OX and price along OY. 
DD' is the demand curve and SS' is the supply curve. They intersect 

at P. PM £0 nP. is 
the equilibrium 
price, for at thie 
price, the same 
quantity is de¬ 
manded and sup¬ 
plied i.e. 3 mds. 

It is not de¬ 
mand alone which 
determines price 
nor supply alone 
which does it. Price 
is determined by 
both demand and 
supply. It is the 
equilibrium bet¬ 
ween the forces of 
demand and supply 
which make a 
certain price to- 
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prevail in a market. Sometimes the influence of demand is greater 
And at other times that of supply is greater. But the influence ot 
both is exerted in the formation of the price. 

Dr. Marshall compares demand and supply to the two blades 
of a pair of scissors. Both are needed for cutting the paper. At one 
time, it may seem that only one blade is moving and does the cutting, 
but it does so because the other blade is there. Thus demand a one 
may seem to determine price sometimes, but supply is also there. 

5. Relation between Demand, Supply and Price. It 

demand increases, price rises, and vice versa ; so demand seems to be 
the cause of price But if price increases, demand decreases ; so it 
also looks as if price is the cause of the change in demand. 

In the same manner, if supply increases price falls ; thus supply 
affects price. But if price falls then the sellers are willing to sell 

less ; hence price affects supply. 

If demand increases, price rises which brings forth a larger 
supply. Thus demand through price influences supply. But it 
supply increases, price falls which stimulates demand. Hence a 
■change in supply influences demand through price. 

From the above; it is quite clear that the relation between 
■demand, supply and price is not of cause and effect but of mutual 
causation. They are inter-dependent : one influences the other ana 
in its turn is influenced by it. They are like three balls lying m a 
cup and we cannot say which supports which. 

6. Importance of Time Element in Theory of Value. 
We have been discussing the theory of value, which states that the 
determination of value is a question of demand and supply. 1 he 
price comes to settle at a level where the marginal utility to the 
purchaser coincides with the marginal cost of production to the 
producer. This is the point of equilibrium between the forces ol 
•demand and the forces of supply. But it takes time for the 

equilibrium to be attained. 

On the basis of time, we may distinguish four broad types ot 
•equilibrium prices : 

(1) Market price ; 

(2) Short-period price or sub-normal price ; 

(3) Long-period price or normal price ; and 

(4) Secular price embodying changes occurring in a generation 
or so. 

The importance of the time element lies in this that the price 
•which comes to prevail depends on the time allowed for the forces ot 

■demand and supply to adjust themselves. 

Suppose demand for blazer cloth of a particular type increases 
all of sudden in a market, say Delhi. Let us study the eflect of 
this increase in demand on its price in a day, in a month, in a year or 
two and in a generation. The equilibrium price will be obviously 
different in all the four cases. 

(t) In the short-period of a day, supply means the stock of 
'blazer cloth on hand or in sight. It cannot be increased at a short 
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notice. The price will be settled by the marginal utility to consumers 
for this cloth. When demand has increased, the price will shoot up 
very high. 

(it) Given more time, the merchants of Delhi will obtain blazer 
cloth from Bombay, Calcutta or elsewhere. This will increase the- 
supply and tend to depress the price to a certain extent. But if the 
demand still remains unsatisfied, the price will not go down to its 
previous level. In this period, too, which may be called the short- 
period, marginal utility still plays an important part in the deter¬ 
mination of price as the supply is comparatively fixed. 

(tii) The longer period (a year or two in this case) is called a 
normal period. In such a period, supply means what can be produced 
by new looms which can themselves be profitably produced and put 
to use. Thus more blazer cloth will be manufactured on new and 
better looms. The supplementary cost being spread over a larger 
output will bring down the cost per unit and permanently bring down 
the price of blazer cloth in Delhi. 

During this long period, the normal price will be influenced by 
the marginal cost of product ion and not the demand as that is known 
and allowed for. 

(ir) The secular period is long enough to allow changes caused 
by the growth of knowledge, of population, of capital, of technique 
and of standards of living to adjust themselves. The changing 
conditions of demand and supply from one generation to another 
have ample time to settle down. It is possible that prices will go 
down still further as a result of the introduction of new labour saving 
devices and a general improvement in the methods of production. 

Thus it is obvious that price depends on the period with 
reference to which we want to know it. The shorter the period the 
greater is the influence of demand on price, and the longer the period, 
tbe greater the influence of supply. It is possible that if demand 
for a commodity increases, immediately the price may rise, but in 
the long period, it may fall if the industry is subject to the law of 
increasing returns. It will rise in the long-period if the industry is 
subject to diminishing returns and remain constant, if it is subject 
to constant returns. Herein lies the significance of the time element 
in the theory of value. 

7. Difference between the Short-period (Sub normal) 
Price and the Long-period (Normal) Price. Short-period Price. 
In (he short-period, sufficient time is not given to the forces of supply to- 
adjust themselves to the changed conditions on the side of demand. If 
t he demand has increased, the producers will try to meet the extra 
demand by overworking the existing factors of production. They 
make the labourers work overtime, put back to use discarded tools- 
and machinery, postpone scrapping the old machinery, hurriedly buy 
materials, and so on. All this will mean higher costs. If there were 
t ime enough for the supply of factors to be increased, the cost of 
production would be different. 

But if, on the other hand, the demand decreases, the producers^ 
will remain passive, as there i9 no time for the factors to be with- 
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drawn from that industry. They will continue where they are and 
remain under-employed. In the short-period, therefore, supply can¬ 
not be contracted and the price must fa'l when demand has fallen off. 

The short period is the the period of transition. The conditions 
have not become normal. They are sub-normal. A price which 
results from such a temporary equilibrium of demand and supply is 
called the short-period price. In the short-period, the influence of 
demand on price is greater than that of supply. 


Long-period Price. In the long period, however, conditions are 
different. There is ample time for supply to be adjusted to demand. 
More factors of production will be brought into the industry if the 
demand has increased ; and some factors will be withdrawn it the 
demand has decreased permanently. The phenomena, of over¬ 
production or under-production will have disappeared. The tempo¬ 
rary changes will have completely worked themselves out. There 
will be an entirely new equilibrium under the new conditions of 
demand and supply. The resultant price is called the Normal Price. 
Whether the price is high or low as compared with the market price 
( i.e . price at a given moment) or sub-normal price ( i.e. price during 
the short period) will depend on the law of production which 
operates in that industry. We shall presently discuss the influence 
of the laws of returns on the normal price. In the long period, 
supply will exert greater influence on price than demand. 

What is a long period or a short period depends on the nature 
of the industry, and the extent to which factors of production are 
mobile. For some industries, one or two years may be a long period 
and for others a short one. For one industry, five years may be a 
long period and for another 10 years, and so on. The real test to 
know the exact answer is to pose the question : “How long will the 
forces of supply take to adjust themselves to changed conditions ot 
demand ? ” If the answer is 10 years, any period equal to or longer 
than this is long and a period less than this is short. 

8 Distinction between Market Price and Normal 
Price. Like the distinction between short-period and long-period 
price, the distinction between market price and normal price also 
brings out the importance of the time element in the theory ot value. 

We may note the following points of difference between market 


price and normal price — 

(1) Market price is the result of a temporary equilibrium 
between demand and supply on any particular day or at any 
particular moment. Normal price is the outcome of a long-period 

equilibrium. 

(2) Market price is more influenced by demand, and normal 
price by supply or cost of production. 

(8) Market price is affected by temporary causes and passing 
events, whereas normal price is governed by permanent or persistent 
causes. In the long run, the temporary causes work themselves out 
or neutralise one another. The market price of milk, for example, 
is influenced by temporary factors like festivals and cattle fair 
During the month of shradhae, there is greater demand for milk, and 



200 


INTRODUCTORY ECONOMICS 


its price goes up. On the other hand, if there is a cattle fair, the 
supply of milk is temporarily increased in that locality and its price 
falls. Any charge in the supply brings about a change in the 
market price. 

(4) Market price changes from day to day, even from hour to 
hour. But normal price is more stable. The market price tends to 
return to the normal price after the temporary change in supply or 
•demand has worked itself out. Normal price is the centre round 
which the market price oscillates. 

(5) Market price is the actual price that prevails at a given 
moment. Transactions actually take place at this price. It is a 
reality. Normal price, on the other hand, is a hypothetical concept. 
It never actually comes to prevail. It is what is likely to be the 
price or what would be the price if the conditions were normal. We • 
expeot this price to rule when normal conditions are restored. But 
when that time comes, the ruling price will be called the market 
price. The normal price will recede further and further like a mirage. 
It belongs to the realm of expectations. Market price is like sea¬ 
water, always heaving up or down, never at rest. And yet we say 
water keeps its level. Normal price resembles that level of the sea 
where its waters would stand if there were no waves. 

(6) A normal price is intimately linked up with the cost of 
production. Hence only those goods which can be reproduced can 
have a normal price. Non-reproducible goods can have no normal 
price; on the other hand, all goods whether reproducible or 
irreproducible, have a market price. 

Let us now illustrate the idea of normal or long-period price 
with the help of a diagram. Measure quantities along OX and 
prices along OY. The demand curve is DD' and the supply 
curve SS\ 

PM is the normal price to which the market prices P 1 M 1 and 
P 2 M 2 tend to return every time they depart from the normal. For 

OM 1 quantity, the sellers want 
to have the price P 1 M 1 , while 
the buyers want to pay only 
L'M 1 according to its marginal 
utility to them. The sellers 
then incur a loss of P 1 L 1 and 
contract the supply from OM 1 
towards OM; P I M 1 thus tends 
to travel back towards PM. 
For OM 2 quantity, the sellers 
are prepared to accept the 
price L 2 M 2 while the buyers 
offer P 2 M 2 . The sellers thus 
gain an extraordinary profit of P 2 L 2 , and extend the quantity offered 
for sale from OM 2 towards OM. The price thus tends to travel 
forward towards PM, the long period equilibrium price. 

As stated before, the tendency for market price to travel 
towards the normal price is always present, though actually the 
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"normal may never be reached, and, in course of time the norma 1 
itself may change through changes in habits, fashions and incomes. 

Influence of the Laws of Returns on Price Formation^ 

' The influence of the laws of returns brings out clearly the importance 
.of the time element in the theory of value. The scak on which a 
. commodity is produced affects its cost of production. But during 
a very short period, the scale cannot be changed and hence cort of 

production remains unaffected. Thus cost of P 10 " T “ taws 
very short period, can have no influence on market F*ce. The laws 
of returns can exert influence only in the long run, and can, 

fore, affect only tbe normal price. inrreases 

Let us suppose that the demand for a commodi y increases 

The market price, i.c. the price at the moment mus r.se The 

producer will increase the supply to take advantage of this rise. But 

we cannot be sure about the normal price, t.e. the price in g 

run. In order to find out what will happen to the price in the 1g 

run, we must know the particular law of return to which the industry 

' ^ 8Ub |i) Suppose the industry which produces ‘hat commodity » 

subject to the P law of diminishing roturas e r,. c»l. N< 

■tXtJZ Kft S’«£-; 

production will ln "*^d u ,fry the larger the output the higher will 

as M j 

agricultural products like wheat, rice, sugar-cane etc. and the 

-diminishing returns (or increasing costs) when more coal is produced. 

The rise in demand is shown by the 
new (dotted) curve dd' in place ot y| 

•the old DD'. 

The old equilibrium price PM 
shifts to a new one P'M' as a result 
•of increased demand. 

If demand for coal increases 
the price will immediately rise. 

Ultimately the price will rise still 
more for the increased production 

will be obtained at a higher cost. -- 

This is due to the law of dimmish- q MM 

£ Sip qpzfjzi 

- :,r s- 

raiowcTcuirnuic - 

- diminishing returns operates. 
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(it) But suppose the industry is subject to the law of increasing 
returns, e.g. cloth. Suppose the demand for cloth increases due to- 
a rise in the standard of living or increase in population. The 
increase in demand means higher price ; the higher price leads to 
production on a larger scale. The larger the scale, the lower the 
cost on account of the law of increasing returns in cloth. When, 
therefore, demand has increased perroinently, the normal price will 
fall. This will happen in the case of all manufactured and machine- 
made goods like cars, cycles, soap, biscuits, fountain pens, radio - 
sets, etc. 


\ 

\ 

\\ 


This change can be illustrated with the help of a diagram. The 
curve SS' shows that cloth is manufactured under the law of decreas¬ 
ing cost or increasing returns. The cost falls with increased produc¬ 
tion. The rise in demand is shown by the new (dotted) curve dd'. 

The old equilibrium price was P.M but with the rise in demand 
to di' , the price falls to P'M', the new equilibrium price. 
v rj 1° the same manner, a little 

* D \ thinking will show that if the 

\\ demand for a commodity, the pro- 

\\ duction of which is subject to the 

\\\ law of increasing returns, falls, 

f normal price will rise as reduced 

p /• production will be obtained at a- 

' S, higher cost per unit. 

(»»») In case the industry is 
D subject to the law of constant 
returns, the cost of production 
fT M/t 7*7 y remains the same whatever the^ 

V - ^ scale of production. The chauge 

in demand will no doubt lead to a change in supply. The scale of 
production will be altered, but the cost per unit will remain the same. 
Much a condition does not presist for any length of time and occurs 
only when the laws of increasing and decreasing returns are equally 
balanced. In such cases, therefore, for a period of time the normal 
price remains unchanged. 

To illustrate diagrammatically let us suppose the curve SS' 
represents the production of a commodity like wheat under the law 


— 5 , 


M 


\P 


of constant returns for a period y 
when the tendency toward dimi- 

nishing returns is checkmated by y y 

improved methods. DD' is the \ \ 

old demand curve, while the rise \ \ 

in demand is shown by the dotted \ D ' D / 

curve dd'. § -A£_—- £ 

The rise in demand does not \ / 

affect the price. The old price N. 

PM is equal to the new price, P'M'. ' r 

U'e may thus conclude that if y/) 

demand increases, price will imme- --L-— 

diately rise but ultimately it will 0 A'l Nl 

rise, fall or remain constant according as the industry is subject to the 
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lau, of diminishing re,urns, increasing re,urns or cons,an, re,urns 

0. 1.— 

will be the opposite. Th ranno t 

This iB how the laws of returns .nfluence they can 

influence market price i.e price at a g 

only affect normal price,... PJ- Non . reproducible 

of production has no influence e y deciding factor. 

Here marginal utility to ^‘^““"“"b^ h Varginaf utility to the 
The highest limit on tbe mlinal utiUty fo the seller himself, 

purchaser and the lowest by £ b competition among the 

and other such things are included m this eatego y. 

articles like fish, fresh milk, jrn t. ^ £ achod the mar ket must be 

“rear ... 

shall now consider such cases. 

* in loint Demand. Several things are required u. 

combination 1 with otiL to make a final To^nah^a^ear. 

many materials are require . determined bv the 

wanted by the constimers.^ IU pn« ^ ^ w|M the pric0 of 

demand for it and the s PPJ make the car be determined? 

each of the niatcriala required to make the car n sak c. 

These things are not wanted >v he eonsumersjo^ thc.^^ ^ 

Therefore, they have no util y w ; t |, tbe i r prices. It 

marginal utility .therefore, ia ^ ( product that counts But 

i« only the marginal M'} 1 # f . f , ro d, lc t must, in the long run, 
we can say that the price of the «iwl ( . g tho price8 at 

cover the supply prices o materia , wi]1 bc used up to 

rhe C pott y Whe'e' ifs price’coincid.. with its marginal cost of 

Pr 0 < 1 U r^ price of jointly T^a,) hng 

ZiZ‘, ^rtli XXvZ of g ° 0dS ‘ ^ ^ 

aoodB required for producing it. 

rman^reo^ 
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composed of the demand for all its various uses. Most articles serve 
more than one purpose, and have, therefore, composite demand. 

The price, in such cases, does not depend on the use to which 
the commodity is put. Coal will be sold at the same price whatever 
the use to which it is put. The price at any moment will depend on 
its marginal utility to the purchaser and in the long run it must 
cover its marginal cost of production. In other words, the price is 
determined according to the commonly accepted theory of value. 
Each purchaser will decide to which use it is worth his while to put 
it. That will depend on the price. If coal is very dear, it may be 
used for cooking and not lor heating. If water is scarce in a 
place and is dear, it will not be used lavishly for bathing and 
sprinkling on roads. 

The marginal utility of the commodity in a composite demand 
tends to be the same for t\ll uses to which it is being put. If it is 
not the same, it will move into that use in which the marginal 
utility is higher. This will continue till the marginal utility is 
equalised. According to the law of substitution and equi-margmal 
utility, the possessor of a commodity gets maximum satisfaction 
from its use only if the marginal utility in every use is the same. 

Thus the price of a commodity in composite, demand is determined 
by its marginal utility in all its various uses ; and in the long run \t 
must be high enough to cover its marginal cost of production. 

14. Price in Joint Supply. Certain commodities are joined on 
the supply side. They have a common cost of production, e.g. 
wheat and straw. But they have independent markets. Thus each 
of these is sold in a separate market. The price of each depends on 
its marginal utility to the purchaser. But the total amount recovered 
from the sale of the two commodities, (e.g. wheat and straw) must , in the 
long run, co<er the marginal cost of production of both taken together. 

What happens if the demand for one of the joint products increases ? 
Let us illustrate from wheat and straw. If the demand for wheat 
increases, its price will rise. More wheat will be produced to take 
advantage of the higher price. But when wheat is produced, straw 
is produced along with it automatically. The supply of straw also 
increases, while demand for it has not increased. Therefore, the price 
of straw will fall. Thus we find that if the price of one of the joint 
products increases, that of the other product falls. But the rise in 
the price of the one must be sufficient to make up for the loss from 
the sale of the other, so that the total of the two prices is equal to 
the joint cost of production 

Where the proportions of the two joint products can be varied, 
it may be possible to ascertain the separate cost of production of 
each. By cross-breeding, it has been found possible to breed wool- 
yielding sheep or mutton yielding sheep. The extra cost inonrred to 
rear the marinos (wool-yielding sheep) is the cost of producing extra 
wool. This is the marginal cost of wool. In the same way, the 
marginal cost of mutton can also be found. When separate costs have 
been so calculated the joint products can be treated as independent 
• commodities, and the price of each icill be determined according 
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_ J- Horn, lvalue This means that the market price of 

a s% 

* -° f the ioin * 

products will not ° ' w „ en any OD e of a 

15 Price in Comp P ga j ( j t0 constitute a 

number of goods can “| ls - V \™ a ' a from gas, electricity, kerosene 

T P e 0 tc“ e Tbo y t drink may mean hot milk, tea, coffee or cocoa. 

These are cases of composite supply. 

Such things are more or less take^he place of 

exactly similar A '^ 0Ug Jj^thin^can to 1 some extent, serve the 
another, yet, if need ^1’ 006 their maminal utilities are not 

exactly 5 equ^l^yet^hey^lso do not greatly differ. Therefore, their 

price ™: 

“■ co,responi 10 il3 margin "‘ 

“^r^intbepriceofonosuch^ reffec.d^n the 

coffee^vilUncrease, and its ££. will also go up. prices raoue 

in sympathy with each othsv. . . 

' ,6. Price Under Monopoiy What 

h e appTns n rf i t°h n ere U rs d a e monopdy 1 How will the price be determined 

when competition is imperfect ? . , , , , inter 

Under monopolistic conditions too, there .s bounds be , ^ 

action between the forces of l n ^ free to adjust itself to demand. It 

difference that the supp y * monopo li 3 t. Monopolist is a single 

is under the control ol tn v ^ in fl U ence the price b> 

producer of the c °“ m0 ^ J rfect competition, because there is a 
changing his supply- Un P . Q l f each constitutes only a 

large number of producers, t Hence under perfect competition, 

small portion of the his own supply. On 

the other hand, the monopoly can. m«uen* .? t ca „ eith er fix 

Being in control of the supp y. 1 (len ^ ande ,i nt , that price ; 

the price, and offer to supply th Q ? bo (leterm i, K >d by 

r; 

SSr „*£.’• ~ ‘ - 

cither fix the price or fix the eupp y. imum ne t profit 

The monopolist has one a.m 8 , j9 aim , he will have 

° f “ " nd supply 

relating to his product. 
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On the demand side, he will consider whether the demand for 
the commodity is elastic or inelastic In the case of elastic demand, 
small fall in the price is likely to stimulate demand. Ho will, there¬ 
fore, lower the price, and sell more to obtain a large net profit on 
the turnover. If, however, the demand is inelastic, and the people 
must buy the commodity whatever the price, the monopolist can 
charge a high price without affecting the demand. 

On the supply side, the monopolist must know whether the 
industry is subject to the law of diminishing, increasing or constant 
returns'. If the law of diminishing returns operates, the more he 
produces, the greater is the cost. He will, therefore, produce a 
smaller quantity. And if the demand happens to be inelastic, he 
will fix a high price. In case, however, the law of increasing returns 
operates, the more he produces, the less is the cost. He will be 
induced to produce more, and charge a low price, thus gaining on 

the turnover. 

IJow much will be monopolist produce? As the monopolist 
increases the scale of production, his costs start going up after a 
certain point is reached. Every additional output means additional 
expense But it also means additional income. He will go on 
producing more and more so long as the marginal revenue (t.e. 
additional income) is greater than the marginal (additional) cost. 
He will stop where the marginal revenue equals marginal cost. At 
this point his net profit will be the maximum and the output will be 
the optimum output. 

Monopoly price is not necessarily a high price. It may some¬ 
times be ovon lower than the price under competition, because the 
monopolist is saved the expense of advertisement. Besides, he 
gains from the usual economies resulting from large-scale production. 
It is not necessarv that the monopolist should always charge the 
highest possible price. He is afraid of public opinion, of Govern¬ 
ment interference and of substitutes being adopted for the commo¬ 
dity he produces. Thus the monopoly price is not necessarily a high 
price. But it generally is. He cannot help exploiting his monopolistic 
position and charging a high price. 

A monopolist, however, is in a position to charge different 
prices from different persons and in different areas and this is a 
serious drawback of the monopoly. This is called price discrimination. 

17. Monopolistic or Imperfect Competition. In the real 

world, we neither find perfect competition, nor monopoly. These 
extreme positions are raro. Generally, neither the number of firms 
producing a product is too largo (as in perfect competition), nor is it 
almost one (a3 in monopoly). There are a large number of firms— 
but not too large. 

Further, the commodity produced by these firms is not 
‘identical’ but. is a bit ‘differentiated’. Take the case of sewing 
machines. There are a large number of firms each producing a 
machine of a different brand—Singer, Usha, lvarala, Shan, Rita, eto. 
All these are sewing machines, but are differentiated from one 
another by their respective labels. Similarly we find tooth-pastes, 
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fountain pen inks, razor blades, face creams, face powders, etc. of 
various brands. 

Due to these two characteristics of the present-day market 
neither the conditions of perfect competition nor the conditions ot 
monopoly are fulfilled. But still there is a keen competition among 
the producers of these differentiated products Each one keeps an 
eye on the price-output policies followed by the others. Tin-, situa¬ 
tion is called ‘monopolistic competition' or ‘imperfect competition 
It is monopolistic because each brand is itself ft product and is 
produced by a single firm ; there is ‘competition in the sense that 

the other brands are so similar and there is a keen rivalry among 

the producers ; ‘imperfect' in the sense that price can lie influenced 
by individual actions. Advertisement or high-pressure salesmanship 
is a prominent feature of the market under monopolistic compe¬ 
tition This results in a keen competition among the producers so 
that price determination under monopolistic competition should be 
more like perfect competition than monopoly. 

Since competition is imperfect, one price does not rule through¬ 
out the market On the other hand, the market is split up into 

secto-s in each of which the differentiated product rules supreme. 
In each sector, the producer has a clientele of ,is own. Ihe consu¬ 
mers have an irrational preference for the product on account of its 
superiority, real or imaginary. In each sector, therefore, conditions 
are somewhat like monopoly and the price is determined accordingly . 

18 Function of Price. Price performs a v« ry important 
function in the economic system. As a mutter of fac< it is price 
which makes the working of the economic system so smooth. Ui(ler 
competitive capitalism, there is no central authority direct...-the 
economic forces. The price is the only directing force. 

We may mention the following functions which price performs!— 

( 1 ) Price controls consumption. If the price goes up, it is a 
signal for the consumers to reduce consumption. The commodity 
will then be put only to more urgent uses. 

( 2 ) Price directs production. If the price is low, it warns the 
producers ; if it is high, it stimulates production. 

( 3 ) It adjusts the existing supply to demand. If a commodity 

is in short supply, the price will go up and reduce demand so that 
the demand is equated to supply. If stocks have been accumulated, 
the price will fall making demand to come up to the level ot the 

supply. The supply is cleared. 

( 4 ) Prices of factors indicate the most remunerative channels for 
them to flow into. They thus lind the most profitable employment. 

Thus price is a powerful regulator of all economic activity in a 
capitalist economy. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Perfect Competition. Perfect competition implies the following things : 

(i) A largo number of buyers and sellers. 

lii) Homogeneous commodity. 

iHi) Freedom of entry or exit for the businessmen. 

(»t>) Perfect knowledge of market conditions. 

,{v) Mobility of factors of production. 
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Price Determination nnder Competition. Price ia determined by the* 
interaction of the forces of demand and supply. On the demand side it tends 
to equal the marginal utility to the purchaser, and on the supply aide, to the 
marginal cost of production. Price at any given moment (*.e. market price) is- 
determined by the equilibrium between demand and supply at that moment,, 
and the price in the long run, (».«. normal price) approximates to marginal coat, 
of production. 

Relation between Demand, Supply and Price. The relation between, 
these three is not one of cause and efl'ect, but of mutual causation. Iney are- 
like three balls lying in a cup each supporting the others. 

Time Element in the Theory of Value. In the theory of value, time • 
factor is of great importance. The equilibrium between demand and supply 
refers to a certain period of time. The equilibrium price will be different if 
different periods of time are allowed for the forces of demand and supply to • 
adjust themselves. The shorter the period, the greater is the influence of demand,, 
and longer the period, the greater is the influence of supply. For example, if 
demand increases, the immediate effect will be to raise the price but ultimately 
the price may rise, fall or remain constant according as the industry is subject 
to the law of diminishing, increasing or constant returns. 'lime factor is respon¬ 
sible for the different results. 

Market Price and Normal Price : 

(i) Market price is the actual price prevailing at any given moment, but 
normal price is the price expected to prevail in the long run. 

(if) Market prire fluctuates from time to time but normal price is more 
stable. Normal price ia the centre round which the market puce 

oscillates. . . . 4t 

(Hi) Market price is affected by temporary factors, normal price is the 

result of more permanent causes. r . 

(tv) Market price is influence by demand, normal price by cost ol 

production. 

(v) Only reproducible good9 have a normal price. 

Influence of the Laws of Returns. The laws of returns affect the cost of 
production. They cun. therefore, produce effect only in the long period. It is • 

due to the laws of returns that ultimately the price rises, falls or remains 
constant although the immediate effect of increase in demand is to raise the 

price. 

Price of Non-reproducible Goods. In such cases, demand exerts the • 
greatest influence. The maximum limit to price is laid by the marginal utility 
to the purchaser, and the minimum by the marginal utility to the seller. 

Perishable Articles- In this case also, the supply is relatively inelastic. 
Price in the market will, therefore, depend on the extent of demand at the 
moment. It muBt be low enough to clear tho whole supply. 

Price in Joint Demand. The demand price of tho final product must, in 
tbe long run, cover tho marginal supply prices of the constituent commodities. 

Price in Composite Demand. Tho prico is determined according to tho 
ordinary theory of value, i.e. by the marginal utility to the purchaser and the 
marginal cost’ of production to tho producer. Each purchaser will de- ide for 
himself to which uso he should put the commodity. This will depend on the 
level at which the price rules. 

Price of Joint Products or Joint Supply. If the proportion cannot be 
varied, and, therefore, separate murginal costs cannot be found, then tho sum 
total of the prices of the two must, in the long run, cover the joint marginal 
cost of the products. If tho prico of cue falls, that of the othor must rise to 
make up for tho loss. If, however, the proportion can be varied, then it is 
possible to find separate cost of production of each of the jodit products. Tbe 
price of each will then be determined ns if they were independent commodities, 
i.c. by the interaction of demand and supply. 

Price in Composite Supply. Tho price will be determined by the 
relation between the total demand and total supply of nil suoh alternative 
sources of supply. Tho price of the one that is used must, in tho long run, . 
cover, tbe marginal cost. Although they are not exact substitutes, yet their 
prices move together. 
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Price under Monopoly. The monopolist ran either fix the price or fix the 
supply; he cannot fix both. He wants to get maximum net revenue It the 
demand is inelastic, he will charge a high price ; if the demand »s elastic, he 
will gain by lowering the price. If the commodity is produced under the law of 

increasing returns, he will produce a large quantity, and keep the price low; if 

under the law of diminishing returns, he will curtail production and charge a 
high price. That output will bring him the maximum net monopoly profit at 
which marginal revenue equals marginal cost. 

Mooooolistic or Imperfect Competition. In the real world, the number 
of firms is neither very large nor too small. In tact. there is a large:oujnber u 

not verv large-of firms producing a commodity. The commodity too is 

homogeneous It is differentiated. Thus there is neither perfect competition nor 
monopoly in the real world. It is the monopolistic or imperfect competition 
which*is^the rule. Each differentiated product has a clientele of >b ow J. 
seller in this sector of the market holds a monopolistic position and the det. rmi- 
nation of price is like that of monopoly price. 

Function of Price : 

(») It controls consumption. 

(«t) It directs production. 

?3ME£ d - their most remunerative Canoe,» of 
employment. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

]. What is a market' How is the price determined in markets ndu,^ 

Illustrate geographically. „ lMT c 

[For the definition of market see Chapter X\ II. Section -. 

Prices in markets in India too are determined by the interaction 
of the forces of demand and supply. But competition, which brings 
into operation the forces of demand and supply, is not free on amount 
of lack of adequate means of transport and communication and the 
ignorance and poverty of the peasants who are the suppliers of the 
commodities. Existence of numerous intermediaries, fraudulent 
practices on the part of middlemen, many unauthorised deductions, 
absence of regulated markets, false weights and measures used, the 
practice of settling price by the dnlals under cover of a cloth, etc. 
prevent the seller from gotting a fair price.] 

2 What <let< rmines th» price oj Banarsi Langra in lo,lu X '"" ler 

? ho.,-™ rL “ ZTSm 

the same town under *tm*lnr conditions K J 

3 . What i. m.aa, by marks p,k- t "Demand and ’^"ZfJlOSS, 


jtricr 


Explain and also give a diagram. 

Or 


Discuss the part played In, (a) demand (b) supply in dele, mining the mari e, 
. . | oOO 'I * . 

'price, of a commodity. . . 

4. Describe and discuss the /actors that cause day-to-day fluctuations tn the 

marked price oj n commodity. ’ ’ ‘ v ‘ 

[It is clue to changes in demand mid supply. Itend section 
>. What is competition ? Shorn how price, is determine / under perfect 
V See 5 1 tOauhati 1^57 ; Hanaro-, l<W) 

competition. |>ce oec. .v.j ^ 

How is the competitive market price determined ( [Delhi If. S. I WO, 

«, What determines tho short-period and the long-period values under P«rf' r J 
\ . fc . - | (( (itcnltn lyj?) 

competition f (See Sec. #.J 

Illustrate with diagrams the distinction between short-period am! long /an-, 

[S«. Smb 7 -ml 9.1 (Sjamr Board «8, 

7 Distinguish between market price and normal price. Lxplnin with Ha 

° ia iSXS Sd 51“ d T«i?l°SS r.V. ,959 : Bombay ,953> 
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How is •market value ’ of a commodity determined ? Js 

from normal value ? (See Secs. 3 and ».] illustrate with the 

8. What is a normal price f How is U Arts I960) 

firm and the average cost of the marginal firm ] 

I0 . sUf-^**:ar 4i odiwrora 

_ /> a 


[See Sec. 6.] 
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[Delhi 1936) 

12 . TFftat do you understand by an tnerwwe 
TOpp/v T TP/iat »* <^e effect of an increase 

oaJSWS saVe U pr!L.Tc an OM'a£ of 
OMat the price P'M' (-PM). This is evident 

from this diagram. The increase m supply is 
represented by the dotted curve BB • 
also mean that the same quantity is offered at 
a lower price. Formerly. OM was offered at 
PM price but when supply has mcreased M 
indicated by the dotted curve, OM is offered 


13. What i, ihe difference between the ■.hart 

price'? Discuss the injluence of the laws of return on p . ^ ;p 5 p tfuppi.) 

fSee Secs. 7 and 9.1 . , .. M ? 

14. Do you ayrce J/ia* price i« aluxjya determined by the. cost of pro uc 

Discuss the effects of a permanent increose of demand for a commodity 
on its price in t/.e long period. Use diagrams to illustrate your anstvtr.^^ Jp53) 

16. Ho" TJh Pries deism,in ei ! Can you,the g™** £* 
sometimes a rise in the n 

[See Sec. 0 and Sec. 8 (tt).] . . 

17. W **»» ooo.»/ pr— m 

price and (6) normal price t v 


*tfe 


•g ana (f>) norwai prtce f ' ... , _ ^ 

18 . Hcio is ml n. <W=™.W •« fr ^SiTli 3TSJJ 

ditnand , jottii supply and composite supply ? . ^ . 

»•s?" *” ssr,« 

Or 

Explain by illurtratian Aon, a monopoly /!«* <*« price oj hi, P™^ / 

[See See. 1G.] v 

20 . Describe ,hs c A arac. ( MO«ic /.a.nr« «/ a mar** 
fget competition. [oee oec. ~.j v 



CHATTER XIX 

MONEY 1 


‘The rod that measures' 


, Ages ago. In ancient times, man's wants were bat few. 
He led a simple life and mainly lived on hunting and fishing and 
satisfied all his wants himself. As time passed, his needs increased 
and his self-sufficiency disappeared. Ho began to exchange some ot 
-the things he produced for those which his neighbours possessed. 
Such direct exchanges, without the use of money, arc called BARIBK. 
It means buying goods with goods. To-day barter is not carried on 
in civilised communities. Rarely do wo come across exchanges ot 
this type Little children in a school might occasionally swap a 
pencil for an old pen. or a farmer’s wile in some remote villagi might 
secure some salt or a match-box from the local ban,am return for 
crain In the heart of dark Africa or in Australia, the Bushmen still 
use barter methods to satisfy their few simple needs. But as a 
normal form of exchange, barter was given up long ago by the 

civilised world. 

To-day. To-day we cannot think of life without money. It is 
not imaginable. Our needs are far too many and far too complex to 
bo satisfied through a direct exchange of goods. How shall we pay 
for the many small things, like cakes of soap, vegetables, fruits 
nens and paper, which we nee 1 every hour of our life ? In what 
form to pay for a bus ride or our college fee3 ? With pots ot butter . 
With h bundle of hay ? With a leg of mutton ? It would be most 
inconvenient, nav impossible. If you allow your imagination to run 
free, you will think of many funny situations which will make you 
laugh till your sides ache. “A strange world, you wi I exclaim, 

* where there are no coins and no notes.” Lucky tor you, those times 
are gone and that world is no more ! 


2 Inconveniences of Barter. Thus we see barter was very 
inconvenient. If we had to satisfy all our needs by this method 
to .lav life would become a big trial. Barter prevailed in old times 
in primitive conditions. It is still occasionally used when the regular 
monetary system breaks down as it did in Russia after ID I 7 Revolu¬ 
tion Nearer home it made its appearance on the border between 
India and Pakistan as regular trade broke down over differences on 
the fixation of the price of the Pakistan rupee in terms ot the Indian 
rupee Normally, however, all over the civilised world today, every 
human action is closely linked with money. Money in the form ot 
noins notes and cheques is indispensable for the existence of the 
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modern economic order and for the conduct of our ordinary business 
of life A change to a barter economy would, therefore, involve us 
in too many inconveniences. We briefly mention some of them- 

v,''m Barter calls for a double coincidence of wants. When goods; 
have to be directly exchanged for goods, it is essential that both 
parties should stand in need of each others possessions A shoe¬ 
maker may need a hat, but what if the hat-maker does not want any 
'shoe 1 In that case, a lot of time and energy may have to be spent 
in finding out a person who not only has a hat but is also prepared 
to part with it for a pair of shoes. No exchange can take place unless- 
one party precisely wants what the other can spare and can spare 
what the other wants. The greater the number of transactions of 
such type needed by a community the greater the difficulties to be 
faced in discovering the double coincidence of wants. 

(ox Ti iere i s the difficulty of sub-division. Barter needs the units- 
of sale and purchase to be adjusted. After the rate of exchange 
between the two bargaining parties is settled, there is another 
difficulty to be got over. Suppose ‘X’ has a cow and wants some salt- 
Obviously he cannot split his cow without losing its value. If, there¬ 
fore, lie is prepared to accept salt for his cow, the quantity will be 
greater than he can use immediately. ‘X’ will then have to find a- 
person who needs salt and who has some other goods which X can- 
profitably use. The search for such a person involves a great deal ot. 

bother and inconvenience. 

( 3 ) Barter lacks a common measure of value. Let us suppose that - 
a person has been found who has in possession what ‘X’ needs and is 
also prepared to part with it. There is still another difficulty calling, 
for a solution. At what rate should the two commodities exchange ? 
Much time and energv will be lost in striking a bargain specially over 
floods which do not possess a common accepted standard, and even, 
then both the bargaining parties will remain dissatisfied at the end. 
In money economy, everything is exchanged for money. Money thus- 
becomes a common measure of value and an idea of relative value 
of things comes to be formed. This helps in the establishment of u> 
rate of exchange. In the barter economy, everything exchanges for 
everything cite every time. There is no common medium of exchange 
or measure of value. Hence it is difficult to establish a rate of 


exchange. 

(4) Barter does not provide a good ‘store of value'. Goods cannot- 
be stored for a long time. They lose in value. Some of them wholly 
p.-rish after some time. Think what would happen if each of 
you brought a little pic, a fowl, a calf or a goat to pay your college 
‘tees. The poor professor will have to carry a whole zoo of them. It 
would he a job to feed the birds and beasts and look after them, and, 
i:‘ a plague came, the whole stock would be lost in no time. Such 
things cannot he stored as money can be. 

3 . Emergence of Money. As barter was an inconvenient 
method of exchange, people were compelled to select some commodity 
trhich n os most commonly accepted in that area as a medium of exchange. 
Thus a large variety of goods came to be used as money, wheat, corn, 
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■tobacco, skins, beads, cowrie shells, gold dust, etc. hven hve animals 
•served as a medium ofexahange at different times m different parts 
ol the world according as any one of them was generally accepted m 
■exchange for other things. In living memory ol some of us, coicys 
were frequently used in the villages in India to make small purchase*. 
Money has now taken their place. Even to-day, however, each nation 
has its own monetary system and the money of one is usually not 
acceptable outside its bor lers. In fact, it is this reason which makes 
international trade different from internal trade. 

Gradually, the most attractive metals, gold and silver were 
adopted as money almost everywhere. Rulers in all lands tound 
making coins a profitable business and took it into their own hand-. 
Later, coins were replaced or supplemented by paper notes tor reasons 
of economy and convenience. Still later, cheques, drafts and promis¬ 
sory notes'eame to be used in addition to notes. Now, bank depo-i s 
which are only entries in the bank ledgers serve as the most important 
type of money. Thus different stages in the development of mone\ 
are : commodity money, metallic money, paper currency and nn,ill\ 

We are now in a position to define ‘Money precisely. It 
is anything which is generally accepted in exchange for other 
things and which can discharge all obligations past and 
present. For money general acceptability is essential. Thu 
currency notes are money but not cheques. Cheques are^not 
accepted by all. They are accepted only from known persons 
in India In England, however, even cheques are regarded as 
money since they are generally acceptable. 

4. Qualities of Good Money. We have seen that gradually 
all the various inferior media of exchange were given up in tavour' “ 
,/old and silver. These two metals possessed all the virtues whu 
good money should possess to serve successfully as standard money . 
These virtues may be briefly summed up as follows : 

(а) In the first place, standard money must possess the quality 

of r.neral acceptability. Precious metals have always been desired 
for their own sake. Ornaments, plate and jewellery are n de of 
tLein People invested their savings in gold and sil\er in India a 

they could be more easily concealed in times ot danger •<> 

times, however, life is secure and stable. People have full con «• lenu 
in governments and the banks. Hence it is no more es» nt... >a 
money material should he desirable lor its own sake All tlu -ana t 
is essential that money should be generally acceptable to one and all. 

Gold and silver have this great virtue. f 

(б) In the second place, our money should have the M' 1 l,,t > 

easu variability. Gold and silver have larje-rabie ,n will ball.. 
in a very important consideration. Just think how very inconvenient 
wheat coal or bricks would he from this point ol view . l yi 
money “ even more easily portable. That is the reason why » 
and Cheques have replaced metallic money in modern limes in In.lt 

“ nd 6 W tAnother essentia,.it, without which 

■the money medium wonld not serve as good 'store ol value . Oold, 
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silver and other metals possess this virtue. Age and existence do not 
affect them much. Coins, a thousand years old, are still in existence- 

and not much the worse for wear. 

(, d ) Another desirable quality in a good money material is- 
uniformity. If we had to test every coin for its quality and weight, 
it would be very troublesome. Wheat or cotton would be very b 
money for this reason. Different prices of money are so uniform that 
there is not the least hesitation in accepting any one of them. Cold 
and silver are ideal in this respect. 

(e) The usefulness of money material is greatly increased by 
divisibility . Gold and silver are easily divisible into coins of any- 
desired size and weight. \ou will be surprised to know that they 
can be beaten so thin that 20,000 coins of either of them placed one 
on the other would be only an inch high ! 

(/) Another desirable quality in a good money material is 
cognizability. Gold and silver can be easily recognised. You will 
seldom confuso them with other metals. It is easy to recognise a- 
good coin and distinguish it from a bad one. 

((7) Besides, gold and silver are malleable. They can be easily- 
beaten into any shape and given any impression. A government 
stamp can be put on them to help tbeir circulation as coins. Diamonds- 
obviously do not possess this quality. 

(h) All things change in value. Even gold and silver do so, but 
they possess a compurativtly greater stability of value. Ibis is a very 
useful quality in the money-medium we use. The annual output of 
gold and silvt r is only a fraction of the total stock in existence. 
Hence their prices do not tluctuate much. 

Now it will bo clear why gold and silver have driven out of use 
all the other commodities used as media of exchange. As the quantity 
of money nee led in the world to-day is very large, there is not enough, 
gold to go round. Hence gold coins are not current anywhere any 
more. Mostly there are silver coins (or even coins of some inferior 
metals) helped by paper money as in India. Just as gold and silver 
replaced other forms of money in the past they are now being replaced 
by paper money almost everywhere. 

Functions of Money. Money is thus not any particular 
articleout anything which perlorins certain functions. And what 
are these functions, then, which money is required to perform { The 
old verse answers very aptly when it says : 

“Money is a matter of functions four, 

A medium, a measure, a standard and a store.” 

It thus performs four important tasks. Let us discuss these in 
a little detail: 

Money scirts as a vadium of exchange and saves us from the 
bother ot exchanging goods directly for goods. It thus eases a 
difficult situation and saves us from the inconvenience of double 
coincidence ot wants which makes barter so troublesome. Let us 
illustrate the point with the help ot an example. Suppose I have an 
exercise book which I want to exchange for butter but the man 1 with. 
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u a A not hook Therefore it is not possible to 
butter wants bread . not » ™ 0 '\ n a mone y economy, things not 

exchange my book for butte*• waIlte d goods are purchased 

”5IS™. “»>“• •■*>:■'"s;; TJT*> 

Rupees measure the value of g Money serves as the standard 

in England and the [ “' "V'i^g^are eompared. Even gold and 
of value to which al other ^ meas „ e d in standard money, 

silver, in fact all kinds «o ^ a ] ueg of different goods can be com* 

Accounts can be kept in it a sure WO uld be one which does 

pared with its help. e . g always 36 inches in length and it 

^'^ot For instance, a y money does vary to some 

e^nt Var But wet"been able to discover a better measure as 
an alternative in spite ol all our elicits. seen 

0 Money serves as an used as money 

that wEeat, cotton cattle an because they grew worse with 

in old times, but had to be g P metals came to drive them 

keeping. This ‘^raTsilve/arTdmrhle and do not rot with the 
out as money. ^° ,(1 ttlld 3 ‘ ve . sta blo in value. It is loaned 

passage of time. Money is the value of money changes 

out and serves as capital. 1 . ,r muc h. Look at prices 

r" d .s“ - X" »■; ““ :;s ^.S: 

55 *s&-=s 

"55 r-w-sssf’ a == 

and steady. , . n- * \" 

■noddy in which he .» * b « ‘“[fuge payments have to he 

made every day are credit tra, ‘ aac ‘ sho ,,|d be stable over long 
made in the future. Va ue needless suffering is 

?e 6 h p ave STb^r:; may C °be bad*but there is nothing better 
which can replace it. . . • » money performs. 

(5 ) We can add still another function w hie!. money P ^ ^ 
It traLjers value. A person can sel ‘“Jl^ffin another -lace. In 

with the money so obtained, be can purchase in a 
this way, money can transfer value Iron, one P'»“ Th( , main 

6 . Advantages and Disadvantage » J the barter 
advantage is that money removes all the dilhoui 
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economy. It renders double coincidence of wantB unnecessary. It 
provides a common measure of value. 

It is capable of sub-division. It is sometimes said that money 
is only a medium of exchange and merely saves us from the difficulties 
of barter; that the object of production is not money but satis¬ 
faction of wants ; and that we labour to acquire money not for its 
own sake but as a means to satisfy wants. These statements are 
certainly true. But the ordinary businessman or manutacturer does 
not think of money in these terms. For instance, a cloth manufacturer 
does not make cloth with the aim of social service that people may 
cover themselves, but that he may earn profits. He pays wages to 
his labourers not for the reason that they may satisfy their wants 
but only because these payments are necessary for his profits. Money 
is the real object of all his activities. He is constantly thinking of 
‘money costs ami money incomes, money gains and money losses.’ 
‘Making money’ is his goal, not making cloth. The same is the 
objective of everybody, belie a trader, businessman, shopkeeper, 
government servant or a labourer. 

Money is thus the central point of all economic life today. 
Money and prices determine the total amount of material goods that 
a salaried man or a wage-earner can consume. The modern economic 
system with its division of labour and large-scale production would 
have been impossible without the use of money. Huge sums of 
money, borrowed and loaned, make international trade and transport 
possible and provide us with most of the goods we consume. All this 
would be impossible in the absence of money. 

Money is a general purchasing power. It gives its possessor a 
claim on goods which he can purchase in a form and at a time most 
convenient to him. In this way he is able to maximise his satisfaction. 
The producer is able to maximise his profit since money enables him 
to organise a most economical combination of the factors of produc¬ 
tion and helps him to buy and sell profitably. 

Money is beneficial to society in general since on a small basis of 

cash a vast superstructure of credit can be built up. Optimum 

distribution of community’s resources would have been impossible 

without the use of money. Trade and industry would have been 

difficult to carrv on. 

% 

Thus not only has money removed all the inconveniences of 
barter, it has proved beneficial to the consumer, the producer and 
the community in general. 

The very ease with which money is borrowed, however, makes 
it also a source ot danger. Speculation, which ends in the ruin of so 
many people, is carried on with the help of credit facilities provided 
by banks. The changes in prices which benefit some section of a 
community at the expense of others, are the consequence of a money 
economy Money is responsible for trade cycles which are so harmful 
to the smooth working of the economic system We may then 
agree with llobertson when he concludes that “ Money which is a 
source of many blessings io mankind , becomes also, unless we control it, 
a source of peril and confusion 
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Vni-tnc rtf Monev There are two main kinds ot money : 
(a) metallic money or coins, and (6) paper money. 

p iiothcr 

Standard Money is that form of money ,n frm.ofwh.ch.il other 
forms of money in the country are m ^ jlis metn | 

tender and is subject to ree™ . ^ in i rillsic value is equal 

and get coins made of it. t . silver or sometimes 

to its face value and it is ^ limited legal 

both. Token monen ,s ma ‘ - j\and its face value is greater 

tender ; it is not subject to we e ' - ^ pae j s the standard unit 
than its intrinsic or meta Uc ^ to ( , !iy than its real 

of money in India, but it. coinage It cannot there- 

value. Nor is the rupee sub eet to te com „ sU , ll)al ,l 

fore be called standard money. It is a mixture 

t0ke “i"S, Of money Which are not ■SiE 

are represenUt.ve money and 

so are cheques drawn bv peop e on * n f w j,i c |, the accounts 

of a 2^=r«Tj£» 

SXK ^ " Um^steriin, in Kngiand. -he 

,OUb1 ' Vh.“T^« covers 

wafc: ss & 

<W- promUs“ft be ..1 i*»J 

purposes are al&o forms me nt notes as currency, l,ut 

the ordinary l' eraorl co, ' 9 '^ r g Fronl this point of view, the Reserve 

•« ki " d3 ° f ChC " UCi ’ M " , ‘ ;ir " 

credit money. . . . m . u m 

bbs^~s::z 

The proportion of pure metal to weig p G f 

1 * .! » rpi,„ i.wlinn rupee was at one time 

as “so much hne. The Indian I Dnrin „ t | ie wi.r, new 

silver, weighed 180 grains and a i* ■ |<)47 nickel 

rupees -quaternary com.) -«J“ , " 'siightiy raised 

t addition the edU ».■* ^ 
S^^iehtll^ a government mint. There are mint. 

at Bombay and Calcutta in India. 0 t | w i r gold or 

If the government permits individuals ‘ f j 

silver bullion freely converted into corns at the mint, .t 
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coinage. This system existed in India before 1893 and in England 
before 1914. Naturally some cost is incurred in making coins. Some¬ 
times the government charges no more than the actual expense oi 
converting metal into coins. This charge is called ‘mintage or 
4 brassage If the government charge is higher than the cost it is- 
termed ‘ seigniorage And if no charge is made and coins are minted 
gratis, the coinage is ‘gratuitous in addition to being iree . 

It should be clearly understood that free coinage does nob- 
mean necessarily free of charge. It only means that a citizen is free 
to bring his metal and get coins made irrespective of t he fact whether 
a charge is made or not. The charge may be made directly in cash 
or indirectly by mixing some alloy with the pure metal brought for 
being minted. * A free coinage is an ideal system as it gives confi¬ 
dence to the users and keeps the total money circulating in the 
country within limits. Coinage is rot free in India any more, 
although it was so before 1893. Free coinage has been almost- 
universally abandoned. 

Token Coins. A coin has value because it is made of valuable 
metal. It is full-bodied if its face value is equal to the metal con¬ 
tained in it. Sometimes, however, a coin has value only because the 
government has stamped it. When the value given to a coin by 
government is in excess of its contents, it is called a ‘token com . 
There cannot be free coinage in the case of token coins. They have 
a higher faco value than the metal they contain. They are also 
limited legal tender. 

Our silver rupee was such a token coin till 1P4‘.\ Then the 
price of silver rose so high that the intrinsic value of the rupee grew 
greater than its face value and it became what is called an ‘over¬ 
valued com’. Hence it became profitable for people to melt down 
rupees and sell the silver contained in them. The old rupees wholly 
disappeared from circulation and the Government had to issue new 
rupees (and half rupees) of lesser fineness to enable ordinary business to 
be carried on. All coins circulating in India are token coins including 
the rupee, as well as old and new subsidiary coins like the anna, 
four annas, eight-anna pieces and naje paise coins. 

In short, token coins are (I) limited legal tender, (2) not subject 
to free coinage, and (3) have face value greater than their metallic or 
intrinsic value. But what is legal tender i 

9 . Legal Tender. It is money that can be paid to clear one’s 
debts. It is usually backed by government sanction. No one can 
lawfully refuse to accept any amount of this money. The rupee and 
half-rupee coins are full legal tender or unlimited legal tender in India. 
They can be offered to an unlimited extent in the discharge of debts. 

Subsidiary coins can usually be offered only up to a limited 
extent and are, therefore, called ‘limited legal tender. Standard 
money enjoys the privilege of being ‘unlimited legal tender.’ Our 
mpec coins, rupee notes and eight-anna pieces are legal tenders to an 
unlimited extent, whereas smaller coins can bo paid to the limit of 
ten rupees only. 

Our rupee is thus a mixture of the standard money and the 
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country—rupees—as and when desired by holders. But it should be 
clearly noted that the rupee coins in India are themselves only token 
coins. The Indian rupee has been called a note printed on silver. 
One-rupee notes are not convertible into rupee coins they are 
treated as rupees. They are issued by the Government while other 
notes are issued by the Reserve Bank. 

11. Over-issue of Paper Currency. The greatest draw¬ 
back in paper currency is the ease with which it can be issued. There 
is always a danger of its over-issue when the Government is in 
financial difficulties. The temptation is too great to be resisted. Once 
this course is adopted, however, it gathers momentum and leads 
to further note-printing, and this goes on till the paper currency 
loses all value. This happened in various countries in recent times : 
in Russia (1917), in Germany (1919), in China(1944), and so on. 

An over-issue of notes, in other words ‘inflation’, brings many 
evils in its train. Some of them are : 

(1) Prices rise heavily. As a result, people with fixed incomes 
ar.d labourers suffer greatly. The whole public feel the pinch. 

(2) The indirect result of the rise in prices is a fall in exports 
and a rise in imports. This leads to export of gold from the country, 
which is not a desirable thing. The balance of payments becomes 

unfavourable. 

(3) The rise in prices also leads to a fall in the external value 
of the home currency. The rate of exchange falls. The more home 
money will have to be paid to buy units of foreign currencies. 

12. Gresham’s Law. This law is attributed to Sir Thomas 
Gresham, Queen Elizabeth’s financial adviser, although it has been 
put forward before his time also. This law says that where good money 
and bad money circulate together a. s- legal tender , bad money lends to 
drive out the good money. ‘Bad money’ denotes (*) old, worn-out 
and bad coins against full-weight new ones ; (ii) depreciated paper 
m >ney against metallic money ; and (Hi) cheaper metal coins out of 
the two, if currency consists of coins of two metals. It is human 
nature that a man should try to pay for his purchases in lighter coins 
and keep back the better ones. Don’t you part with a dirty note 
and keep the new one when making payments ? Thus, the good 
money that a man keeps back goes out of circulation. 

The ‘good’ money disappears from circulation in three ways : 

(a) It is melted and used as metal which commands greater 
value in the market. 

(/>) It is hoarded because heavier coius serve as a better store 
of value. 

(c) It is exported because foreigner accepts coins as metal. For 
this purpose heavier the coin the better it is. 

Exceptions : The law, however, does not operate (i) if the bad 
money is so bad that people refuse to accept it, or (ii) if the total 
quantity of good and bad money in circulation is barely sufficient 
for the needs of exchange, or (Hi) if bad money ceases to be legal 
tender under government order. 
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buying and selling rates of gold were so fixed as to turn the people 
away from the currency authority and to the bullion market. 

Gold Exchange Standard. When gold does not circulate in a 
country but the currency can be changed into gold for foreign 
payments, it is a gold exchange standard. The Indian rupee was 
convertible into the pound sterling and the latter was convertible 
into gold but the rupee was not directly convertible into. gold. To 
maintain this standard it was necessary to keep two reserves. One 
in India in silver and the other in England in gold. Gold in England 
was converted into rupees in India, and vice versa The system 
broke down during the 1914-18 war due to the great rise in the price 
of silver and a consequent increase in demand for rupees. After the 
war the system was tried again in 1922 but again it broke down and 
was given up for good. 

Sterling Exchange Standard. From 1931 to September 1947, 
the Indian rupee was linked to sterling which had no relation to 
gold. We could pay our debts to other countries only through 
sterling which we could buy at the fixed rate of la. 6 d. to a rupee. 

Gold Parity Standard. After the establishment of the Inter¬ 
national Monetary Fund, on March 1, 1947, of which India became 
a member, the Indian Monetary System may bo called the Fund 
System or the Gold Parity Standard. The value of the rupee has 
been n >w fixed at O'186021 grammes of gold. The Reserve Bank is 
under an obligation to maintain the rate of exchange in terms of 
gold. The rate of the rupee to pound is still the same but the rupee 
has no ‘sterling link’ now. We can now directly deal in other 

currencies. 

14. Bimetallism. So far we have been discussing currency 
standards based on a single metal, gold or silver. But we can use 
both and have bimetallism. Bimetallism involves the circulation in 
a country of both gold and silver at a fixed ratio, both being un¬ 
limited legal tender, and both subject to free coinage. People can 
discharge their obligation in terms of either of the two metals as the 
ratio between them is maintained by the currency authority. 
France was under a bimetallic standard from 1803 for about three- 
quarters of a century when she was compelled to give it up due to 
the market value of gold falling relatively to that of silver and the 
consequent operation of Gresham’s Law. Efforts were made to re¬ 
introduce bimetallism in the last quarter of the 19th century but 
without success. Now there are few advocates of bimetallism. 
Bimetallism cannot function unless it is adopted by most of the 
nations. Actually, owing to the operation of Gresham’s Law, there 
is either gold or silver in circulation but seldom both. Monometal¬ 
lism is now the rule. Monometallism means the circulation of coinB 
of one metal only, gold or silver. 

15. A Sound Currency System. We are now in a position 
to offer remarks as to which currency system, out of those discussed 
above, is the best. One may easily say, copying Alexander Pope : 
“About forms let fools contest. That which is adiministered best is 
the best.” There is no doubt that almost every system has been 
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the paper currency reserve was drastically cut down to Rs. 200 crores= 
including Rs. 115 crores worth of gold. 

Since the partition of India, the Indian rupee is free from the- 
apron strings of the pound sterling. It is now directly linked with 
foreign currencies through the International Monetary Fund and 
the ratio can be changed as and when needed with the approval of 
the Fund. 1 

WHAT WE GATHER FROM THIS CHAPTER 

In old times, goods were exchanged for goods. This was barter. Nowadays • 
money has become indispensable. 

Inconveniences of Barter : 

(i) There has to bo double coincidence of wants. 

(iii There is no means of measuring value for lack of a common measure, 
(iti) Units of sale and purchase cannot be adjusted to each other for lack 
of sub-division. 

(if) There is no store of value either. 

Therefore, some article of universal demand was selected in every society 
to serve as money. Gradually gold and silver came to be adopted everywhere 
us money. It is “a commodity chosen by common consent to serve as a means 
of exchange and for full discharge of obligations.”— [Silverman). It is the work, 
not the form of money which matters. 

Characteristics of Good Money Material. In order to serve well as • 
money the following qualities are needed : — 

in) General acceptability. 

( b) Portability. 

(c) Durability, 
u/) Divisibility. 

<e) Homogeneity. 

[/) Malleability. 

(;/) Cogni/.ability. 

(//) Stability of value. 

Functions of Money. Money has four functions : 

(7) General medium of exchange. 
b) a measure of value, 
ir) a store of vnlue, anil 
■I) a standard of deferred payments. 

Advantages of Money : 

(i) It removes all inconveniences of barter. 

(it) Pivot of all economic life. 

tilt) Determines our command over goods. 

(ic) Makes large-scale production possible. 

(<■) Trade and transport depend on it. 

(i-») It is beneficial to the consumer, tho producer and to the society in 
general 

Hisadvantages : 

(/) Ruinous speculation. 

(ii) Heavy fluctuations in prices. 

( iii) \ rad** cycles. 

Forms oi Money. Paper money, St mdurd money, Metallic money or 
» line. Money of Account, Representative money. Credit money. 

A coin bus some alloy mixed with line or pure metal. I stially coins are 
milled to lx* proof against •lipping. Coinage is everywhere controlled by 
governments. If tho public cun get metal coined freely, it is \free coinage\ If 
no charge is made for this, the system is 'gratuitous'. Hie charge, if equal to 
t ho cost, is known as 'mintage' or 'brassage'. If the charge is more than the 
cost, it is called •seigniorage'. 

1. For further details see our Introductory Economics Part II, Chapter on 
Currency. 
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Standard Coin. It is unlimited legal tender, subject to free coinage and 
baa its face value to metallic or intrinsic value. 

Token Coinn. When the face value of a coin is more than its real worth, 
it is called a ‘token coin ; it is limited legal tender and is not subject to free 
coinage. 

Legal Tender. Money backed by law is legal tender, a° our rupee i 9 . 
Smaller coins like nayc paise can be legally offered only up to a limited extent 
and are ‘limited’ (as against unlimited) legal tender.' Currency means media 
recognized by law ; while money means all media generally accepted by the 
people. 

Paper money is convenient, cheap and elastic. In the beginning, paper 
notes represented an equal amount of metal kept in reserve. But now a large 

amount is issued in excess of reserve. This is called ‘Fiduciary’ issue, As long 
as the Government guarantees the conversion of paper notes into coins, paper 
money is • convertible \ If and when the Government withdraws this gurarantee 
paper money becomes 'inconvertible'. 

Over-issue of Paper Currency. The greatest drawback of paper currency is 
the ease with which it can be issued, and in times of financial difficulties it 
usually results in “inflation”, and it may mean ruin cf the country's economy. 

Gresham’s Law. If two kinds of money, good and bad. circulate together, 
pood money tends to be driven out. ‘Bad money’ moans old coins against new 
ones and nickel and silver against gold. Good money is then hoarded, melted 
or exported. 

Monetary Standard means the motel (or money in terms of which the 
value of country’s money is fixed. It is a Gold Standard if money is fixed as 
equal to so much gold and gold coins are in circulation : it is Silver Standard 
when silver coins circulate as monetary units ; Gold Bullion Standard when 
money is kept equal to a fixed amount of gold metal not gold coins ; Gold 
Exchange Standard when a currency is related to and can be changed into gold 
for foieign payments ; Sterling Exchange Standard when it is a linked to Sterling. 
Gold Parity Standard indicates a link wi*h gold as declared to the I.M.F. 

Bimetallism. When two metals gold and silver, circulate at a ratio fixed 
to each other. Monometallism—when ODly one metal circulate.-, as standard 


money, 

A Sound Currency System. A good currency system possesses the follow- 
ing characteristics :— 

( 1 ) It must be simple. (2) It must keep the prices stable. (3) It must 
maintain the external value of currency. (4) 11 must bo a cheap system. (f>) 

The system should bo olastic automatically. IC>) It must inspire confidence. 

CAN YOU ANSWER THESE QUESTIONS ? 


1 What in Barter 1 Explain how the use of money originated in the incon¬ 
venient of barter. (Ajmer 1953 ; Bombay 1953 ; Rajasthan ll.S. i960) 

[See Secs. 2 and 3.] 


What are the inconveniences of barter in an exchange economy? In udiat 
way does money overcome these ? J95 °> 

Or 

What is Barter ? What are its difficulties ? Under what conditions can it 
work ? [See Secs. 2 and 3.) (Rajasthan Inter. I960 ; Utkal Inter. Arts I<,60) 

2 What would happen if money disappeared overnight ? Imagine and 

describe the stale of affairs. & co Sec ‘ “ J 

Or 


Whnt difficulties would you feel if there were no money ? 

[See Sec. 2.] (Utkal Inter. Arts 1958 ; Bihar 1953 ; P.U. 1943 Suppl.) 

3. Why was barter replaced by exchange through money ? 

[See Secs. 2 and 3 ) (Ajmer Board 1958) 

4 . What are the qualities of a gold money material ? Are the following 
suitable as materials for the making of money ? 



220 


IUTBODUOTOBY ECONOMICS 


(а) Ice. 

(б) -4 piece oj paper. 
(c) Radium. 

[See Sec. 4.] 


(Delhi 1955) 

5 ' dX°’ £L». Why Hi OOU ani Mv'r become uHv'r,ally adopt'd ™ 

mon V 

What i' .«< •»,»«* “S'/ /S “ hUrTSSln!) 

u hat re'p'Ct' do" ,I J to cheques or bank balances. As com- 

nSd with o.ber°fo™s of money, it is more elastic and more convenient. 
But it lias no backing of the State.] 

’•[£3 ll\otM lnJpTm9-. P.U. 1959; U.P. Board 1958) 

8 . ••Money is what money does/' Discuss. ^ g g j 

[See Secs. 3 and 5.] v 

9. Write notes on — 

(•> 0old standard ' (P.u. 1946 Suppl.) 

(«) Mintage. (P.tf. 1941) 

(it*) Free coinage. 

^Define Seigniorage, ^ 

<*> w see :: - u 

11. Distinguish between — 

(i) Money and Currency. 

(ii) Legal tender and token money. 

(Hi) Free coinage and gratuitous coinage. 

(to) Gratuitous coinage and mintage. 

(o) Mintage and seigniorage. 

(vi) Debasement and depreciation oj currency. 

(ott) Money and Wealth. 

(out) Inconvertible and convertible money, 
lix) Credit and Metallic money. 

r(t\ See Sections * and 9. (tt) Debasement is the lowering of the 
duality of metallic coins. It may be due to long use, or intentional ; 
dishonest people try to make an income in this way. Depreciation is 
tha lowering of tho purchasing power of money. For depreciation see 
next chapter, (in) SeeCh. Ill Sec. U. (») Money may be currency 
money or credit money. Currency is that which is current legal tender 
-notes and coins. See Sec. ». (v) See Sec. 10. (in) See Secs. 7 and 8.) 

12. Which of the following are money in India T — 
m Notes of the Reserve Rank. (2) Cheques drawn on State Bank of India. 

< 3 rr ! C “ A (4) “r/*: 

[(1) Yes. (2) No. (3) They represent money. (4) No.] 

13 Explain “Gresham's Law" fully, Also give its limitations, 

[See. Sec. 12.] (Ajmer 1953 ; P.U. 1949 ; C.U. 1943 ; Agra 1942 ; Nagpur 1941) 

Or 

Write a brief explanatory note on Gresham's Law . (J. & K . 1958) 

14 What are the essential characteristics of the gold standard T Define it* 

[See Sec. 13.] (Cai. 1928 ;Cal. B, Com . 1946) 

15. Explain the advantages of a Gold Standard, Why has this standard 
been given up in India and England ? (Saugor 1952) 
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[Advantages of a Gold Standard are : 

(i) It makes for prestige. (»'«) It inspires confidence. (tit) It helps 
in maintaining the value of currency over bag perrods (tv) It u 
not at the mercy of the currency authority, (t) It helps in main¬ 
taining the rate of exchange, (vi) It helps in adjusting the balance 
of payments automatically. 

India, England and roost of the countries have given up the Gold 
Standard since it is costly and unnecessary. The world has learnt to 
do without a costly medium of exchange. Paper money is very 
economical and can be efficiently managed.] 

16. Discuss the advantages and disadvantages of paper In 

is paper money superior to metallic money I [see Secs. 10. an .J ( 

Or 

1 Vital are the advantages and disadvantages of the use of paper money t 

M^SuT |W **« 1 w ; U.P. Boar* 1958) 

17. What are the dangers involved in a paper currency system t How can a 

Government avoid them f [See Sec. 11 ] .. 

18 Briefly describe the main requisites of a sound currency system. Is Indian 
currency system also based on such principles ? [See Sec. lo.] 

19. Write a short note on the Decimal System of coinage in India. 

[See Sec. 16.] 



CHAPTER XX 

THE VALUE OF MONEY 

Measuring the Measure 

i Meaning of the Term “Value of Money.” “The yard 1 
measures distance,” said the teacher. “But what measures the- 
yard ?” was the question. “Well,” came the reply, “distance itself. 
Similarly money measures “goods”. But what measures money . 
“Goods” is the reply. Value, as we know, is the ratio of exchange 
between two goods, and money measures that value through price. 
Money is an object of desire. Efforts are made to obtain it not for 
its own sake but for the goods it can purchase. The value of money, 
then, is the quantity of goods in general that will be exchanged for one 
unit of money. The value of money is its purchasing power ».e. the 
quantity of goods and services it can purchase. 

What money can buy depends on the level of prices. When 
the price level rises, a unit of money can purchase less goods than, 
before. Money is then said to have depreciated. Conversely, a tall 
in prices signifies that a unit of money can buy more than before. 
Money is then said to appreciate. The “general level of prices and 
the value of money are thus the same thing from two opposite angles. 
When the prices rise, the value of money falls, and vice versa. In 
other words, the value of money and the general price level are 
inversely proportionate to each other. Violent changes in the value 
of money disturb economic life and do great harm. We must, there¬ 
fore, carefully study the factors which determine the value of money. 

2 Inflation, Deflation and Reflation. Let us make our¬ 
selves familiar with certain terms which have come to be used in 
connection with the changes in the value of money. Suppose we 
have found by measurement that a room is twenty leet long. 
Measuring it again next day we are surprised to see that the same 
room is twenty-four feet in length. How could the room stretch 
itself by 4 feet overnight ? Was some partition knooked out or an 
extension added during the night ? Or is it that our foot measure 
has grown shorter by two inches ? Which out of these is the correct 
answer ? In the same way. if a rupee can buy 10 seers of wheat 
today but purchases only o seers to-morrow, we are greatly per¬ 
plexed. We feel disguBted with our foot-measure, the rupee, whioh 
has shrunk to half its length. We want to know’ what has happened. 
We are told “the value of money has changed.” Exactly this is what 
has happened in India. There are many times more rupee notes 
circulating in the country now than previously while the number of 
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'goods is practically the same as before-or may be a little more but 
only slightly. Hence a rupee buys less. 

The rupee has shrunk to about one-fourth of its pre-war 
value. Many more notes—to be precise, Rs. 1,701 crores are 
(at the end of 1959) in circulation in the country as compared wit 
Rs. 172 crores on 1st September, 1939. Thus there is c ^ re J 
inflation in the country. It is a case of too many rupees chasing too 
few goods. That is why the prices have gone up. 

Feeling nervous at the heavy rise in prices, the Government o 
India has been trying to reduce the notes in circulation in dl “® 
ways. Contraction in currency, which causes a steep fall i P 

is known as ‘ deflation ’. 

Suppose the pendulum swings too much the other way, an t ere 
is so much reduction in currency that business comes to a stands . 
The Government will then try to expand currency with a vie 
restoring business and checking the evil results of ( e a ion. 
iprocess would be called ‘ reflation' 

3. Measurement of Changes in the Value of Money^ 

•Changes in prices are not uniform. Some prices rise, o * ' 

etill others remain stationary. They are like bees dashing 0 . t of a 
iiive higgledy-piggledy, some buzzing off this way, someway » 
while others keep hovering at the spot. But there may betrend in 
.a particular direction. A comparison of price changes J tho 

.a very confusing picture. We have to discover e r «medv. 

over-all changes in the value of money before sugges ing 
The seriousness of the disease must be known before a cu 

■effected. ., 

Index Numbers. The device of index numbers comes to our aid. 
It helps us to compress the changes in the prices of any number 
■of articles and express them as ratio or two d.fferent year , U 
enables us to discover the change in the value ot money. Inin 
numbers can as well be constructed to find out the chan | 

cost of living of a particular class of society. They can also . 

L mlnre changes in the quantity or valne of imported or exported 
goods, volume of industrial production, variation m wages, “ ' * 

floatation, etc. As a matter of fact, they are used fo.• “ y 

quantitative change. For measuring chanizen in le 
we prepare index numbers. It is done as under . 

p First of aU, the base year has to be selected. A normal > e 

desirable so that the change should be clearly 'Z* 

numbers. For instance, to measure the changing value of th P 
to-day the pre-war year, 1938-39 would be a suitable 1 ““-^ ar m ight 

in order to study the results of the Five-Year Plans, 1-- s 

ibe taken as the base year. u should 

The second step is to draw up a hst of a ^ 0 

be as big and representative a list as possible. d . For 

■depend on the purpose for which index number • P .P <- 
instance^ if it is"desired to find changes in the cost of living of c k fl , 
the commodities usually consumed by them will have to be taken 
Thirdly, we shall put down the prices. Wholesale prices s 1 
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be taken to measure the changes in the value of money and retail 
prices to measure changes in the cost of living. Since retail prices 
vary from shop to shop and there is no proper record of them, whole¬ 
sale prices have to be taken. 

How to construct an ordinary Index Number. Put the price of 
each article in the base year equal to 100. Work out the percentage- 
increase or decrease in the price of the same articles for the year or 
calculation. By adding up the figures in this column and in tho 
one in which every price is put equal to 100 separately, we arrive at 
two figures. The percentage change is found out by multiplying 
the second figure by 100 and dividing the result by the first figure. 

• Let us illustrate the above method with a practical example. 
They are five columns in the table below first for articles, the second 
for prices, the third for the base 100, the fourth for prices in the 
year under review and finally the fifth for working out the change 


in percentage. 


Articles 

Wholesale 

Every price 

price in 

is supposed 


1939 {our 

base year) 

to be 100 

Wheat 

... 2/8/- per md. 

100 

Ghee 

... 40/-per md. 

100 

Milk 

... 5/- per md. 

100 

Cotton Cloth 

... -/8/- per yd. 

100 

Shoes 

... 6/- per pair 

100 

Paper 

... */2/* per quire 

100 

Cinema 

... ./8/- per show 

100 

Fuel 

... -/8/• per md. 

100 


Total 

800 


Prices 
during the 
year in 
question 

(I960) 

15/- per rad. 
220/- per md. 
20/- per md. 
1/8/- per yd. 
15/- per pair 
-/8/- per quire 
-/8/- per show 
1/4/- per md. 


Percentage 
change in 
1960 over 
1939 

600 

550 

400 

300 

250 

400 

250 

300 


3050 


Percentage average 


3050x100 

800 



This means that the 


index number shows a rise of prices from 100 to 381 or 281% during 
the period under review. 


The Economic Adviser to the Government of India maintains 
a price index for wholesale prices of commodities divided into 5 
groups—Food Articles, Industrial Raw Materials, Manufactured 
goods, Semi-manufactured goods and Miscellaneous articles. These 
give us quite a correct idea of changes in prices in India. Thie 
index tells us that prices were 100 in August, 1939 as compared with* 
421 on March 1957. 


4. Uses and Limitations of the Index Numbers. Index 

numbers are very useful for comparing changes in the living condi¬ 
tions of people in different years as well as changes in the purchasing 
powers of different currencies in certain years. For example, we- 
can compare the fall in the value of the Indian rupee with the fall 
in the value of the pound or the dollar during the last war. Index 
numbers thus help us to frame our economic policies. They also 
provide us with a basis for a fair discharge of debts. Sliding scale® 
in wages and land rents are also based on price index numberev 
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Suffering resulting from variations in the value of money can be 
lessene/to some extent. As already mentioned, the index numbers 
are now-a-days used for measuring all sorts ot economic conges, 
e.g. variations in wages, profits, company floatation, agricultural 
production, industrial production and what not. 

Index numbers, however, suffer from certain limitations 
cannot be considered absolutely correct. They are just apP«> ' 
mations Comparisons are impossible on account of difference in 

The data on whL they are based. The same index cannot show 

effects of price changes on all sections of the peop . y f 

can measure changes in sectional price levels only One set o 
weights may yield different results from another. Comparison 
between different places and different periods is rendered difficult. 

. Effect of Changes in the Value of Money. Money 
cannot do its work efficiently if it changes in value every now and 
then How risky would the cloth business be if the length oiin 
y ard'st ickflu ctuated while the quantity of cloth remained theame. 

Changes in value of money have got far-reaching effects both 
on the store of wealth and on the wealth-producing capacity of the 

eCOn °Xse changes arbitrarily re-arrange the purchasing power in the 

this sum can buy no more than 10 maunds of wheat. 

rents^n^other^charges while their produce fetches 

people ,v^^" 00 ff af^ 
servants and rent receivers. A cler g g pre . w ir terms. 

Rs. 25 dearness allowance is getting only Rs. 3 P , not 

Labourers are hard up as their wages lag behind Pdisturb 

salaries. direct j„ n> falling prices produce even more 

and brings about booms or depression. Speculation I rev v 

efficiency in production suffers. . n hnut the 

Fluctuating prices create a feeling of uncertainty about 
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future. Transactions in futures, sales or purchase cannot be made 
with confidence and the calm flow of economic life is disturbed. 

Wealth-getting in times of inflation as in India, “degenerates 
into a gamble and a lottery.”—( Keynes ). It is thus clear that the 
distribution of wealth is altered unjustly. 

Lenin said that “the best way to destroy the capitalist system 
was to debauch the currency” i.e. to create conditions of inflation. 
But for this danger of inflation, inconvertible paper money would 
be very useful. And the danger is all the greater because to print 
notes is so cheap and easy. In those countries 1 2 in which (during 
the war of 1914-18) rising prices went very high, every private house 
looked like a store choked with articles of every sort including, in 
one case, a coffin purchased against his death by a peasant! No 
less interesting is the famous story of two brothers in Austria who 
inherited equal sums of money. One of them, like a good boy, 
deposited his share in a bank. The other, a happy-go-lucky sort 
of chap, spent all he got on wine and entertainment. After a year 
or so, the latter got more money by selling the heap of empty bottles 
lying in his cellar than his brother got back from the bank !- That 
is why, during such times, people do not want to keep their sayings 
in the form of money in spite of slogans like “Save all you can and 
hoard goods. 

6. Why Value of Money Changes ? Let us now enquire into 
the forces that determine the value of money and the general price 
level. The general price level in a community is influenced by the 
following factors :— 

(a) the volume of trade, 

{b) the quantity of currency, 

(c) the volume of credit, and 

(d) the velocity (or rapidity) or circulation of currenoy. 

These four factors change independently as well as in relation 

to each other. 

Money is used in exchanging goods. The greater the volume 
of exchanges required to be made, the greater is the demand for 
money and hence the greater will be the value of one unit of money, 
and vice versa. Thus the value of money varies directly uith the 
volume of trade. 

It is well-known that the value of anything depends on its 
supply. The more the wheat in a season the less its price. In the 
same way, the greater the number of rupees to do a given amount 
of money work, the less is the value of a rupee, and vice versa. In 
other words, the value of a unit of money varies inversely with its 
quantity. But we have learnt that all the money-work is not perform¬ 
ed by cash money. A good deal of it is also done by credit money. 
Hence credit instruments should also be taken into consideration 
when we are trying to discover the total quantity of money which 
will influence prioes in a country. 


1. Like Germany and Austria where the currency had lost all its value. 

2. Haitley Withers : Money. 
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Remember, however, that money is not Gnished up in one use. 
A unit of money is ready to perform another exchange after it has 
served in making one. It passes from hand to hand Thus it a 
single rupee is used six times in a certain period it does the work ot 

six rupees if they serve only once each in the same period. Hence 

the number of times a rupee changes hands in say. a year, is known 
as its “velocitv of circulation.” Thus the velocity ot circulation 
of money helps the total quantity of money in determining prices. 

7 . Quantity Theory of Money. The above conclusions 
have been put in the form of a theory called the Quantity Theory 
of Money. This was the best known theory of money throughout 

the nineteenth century and even up to the twenties of the presen 

century It declares that the value of money depends upon its 
quantity in circulation.- In its most rigid form, this theory a-ee 
that “any given percentage increase or decrease in the quanti y 
money will lead to the same percentage of increase or decrease in 

general level of prices.”—( Benham ). 

In order to make it applicable to a modern community, e 
theory may be .stated thus : The value of money falls (am the price 
level rises) proportionately with a given increase ill the " 

money. Conversely the value of money rises (and .he price level falls) 
proportionately with a given decrease in the quantity of 
■other things remaining the same. These other things are ) J 

of circulation of money ; (2) the volume ol credit , (3) barter . 

v( 4 ) volume of trade. . , 

Money, we know, is only a medium of exchange It woj 
•counter or a ticket serving as a link in exchange and is no *»"‘e 
for its own sake. Therefore the quantity tl.eory concludes that 
•community had twice as ranch money, all prices would be twice as ingh 
and if it has half as much money all prices would ho half as J ‘ 1 '7 
total purchasing power of all money would always be the same an. 
“monev is only important for what it will procure. {Keynes). 

An illustration will make it clear. If in an island one bundled 
articles of equal value are available for sale and there are two 
hundred units of money, the average price would be two unit f 
monev per article. If. one fine morning, every one woke up to I n 
that the money with him had doubled itself, the average price 
be four units per article. And if the money possessed bj embody 
were halved, no one would be the poorer for it because ere 
■would begin to purchase twice as much as before In othe. 
the elasticity of demand for money in that island is unity. 

We have discussed at length how the value of any commo, ht, 
is settled. The words -demand” and "supply which would as is 
humorously said, "make an economist of a parrot , 1 > 1 d Um^ key 
Well the value of money is settled in no other way The demand 10 
money depends upon the number of transactions, the volume of 
traded extent of credit and barter. The supply o.money depends on 
its quantity multiplied by the velocity of .to c.rcuat.on Extendmg 
the ironeral theory of value to money, we can hay that it the qua y 
of money in circulation were increased with no change in the numbe 
of goods, its value would fall and prices rise, and mce versa. Similarly, 
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an increase in the amount of goods without a change i^tte quantity- 
of money will tend to raise the value of money and lower prices .. i • 
should be noted, however, that a change in the supply of goods does 
no? cause a proportionate change in their value But the change m the 
value of money is proportionate to change m its quantity. 

Irving Fisher, who developed the theory, puts it in the form ot 

an algebraic equation of exchange, P= , where P is price level, 

M is money and T stands for trade or goods exchanged. This simple- 
equation can be true only of a small isolated community— (a) where 
Z ZZ of transactions is small, (6) where there are no barter 
transactions (c) where, except coins, there are no other types ot 
money like notes and cheques in use, and (d) where every piece of 
money changes hands but once. Such isolated communities are nob 

found now-a-days, however. 

We observe that in modem communities a com changes hands- 
a number of times. The butcher takes it to the baker and the baker 

money in a country, we have to multiply the total number of corns 

by their velocity. Our equation would then be P= ~ p , where V- 

velocity of circulation of money. 

But in addition to metallic money in every modern country,, 
there is a large amount of paper money which helps m the exchange 
of goods. Instruments of credit like cheques, drafts and bills al - 
serve the same purpose. Their velocity of circulation has also to be 
taken into consideration. So our equation finally develops into 

p_ MV+ MV wliere 8tan ds for credit money and V' for its 

r T 

rapidity or velocity of circulation. 

The equation signifies that the price level (P) changes when the- 
quantity ot money (M) or quantity of credit money (M changee or 
when their velocities (V & V') change. Of course P will also change- 
if the quantity of goods (T), required to be exchanged, changes. 

Criticism of the Quantity Theory. This theory has been subjected) 
to a creat deal of criticism. In fact modern economists do not accept 
it without reservations. (1) So long as the quantity theory describes^ 
a tendency, it is all right. But when it proceeds to lay down an 
indexible mathematical formula it falls to the ground. Only under 
very special circumstances will a doubling of the amount of money 

exactly double the price level. The price level may go up to more or 
fall down to less than that. 

(2) A change in M (money) in reality is almost certain to cause- 
a change in V (velocity of circulation) and T (number of transactions). 
A change in P (price level) also has its effects on both V and T. 
There is bound to be action and reaction. Therefore the assumption* 
that changes in M, V and T alone produce changes in P and not on. 
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each other, does not hold good. If that had not been so "we could 
have safely predicted price changes and this would have served as a 
guide to official control of price level. . 

(3) Further the price level does not depend on the quantity of 
money in circulation as such. It is influenced by income which the 
consumers spend in the market. In the Great Depression (19-9-33) 
the USA created huge quantities of money to step up prices. ' o 
doubt ,he incomes of Die'people increased, but they did not spend 
more That is why prices would not rise. 1 he value of money in 
fact is a consequence of the total incomes rath r than of the quantity of 

money." , 

’ Conclusion. The theory is not mathematically true but examples 

from history prove that whenever money has been greatly increased 
in any country prices have gone up, e.g. in Germany after the war 
of 1914-18, in India during the Second World War and alter, an 

BO OD. c 

Undoubtedly, the theory points out the danger of over-issne 

of notes in any country. Therein lies its mam value. 

WHAT WE GATHER FROM THIS CHAPTER 

Violent und sudden changos upset economic life. . ■ 

deflation. It increases its value. When currency is expanded again, it is called 
fcjl&txoti* rkangpt u Changes in the value of money are 

p:t,ra=!rSe"i° 

values of difforoot ourrencies, at different t‘m 08 and pla .. 

now used for measuring all sorts of economic changes. ara 

expiate? i^WSlf of—, (both 

metallic and credit) and the velocity of circulation of current y. ^ ^ ^ ^ 

Quantity Theory of Monty. Money is needid > > ninount . If the 
goods. How much a unit of it will pure huso . open. s ^ tho go0l l H it did 
amount of money U doubled, o unit »i ‘ 0,11 . . j- of an equation by 

before, and vice versa. This fact is loZ ta equal to 

n,s; or ,rt y hi 

.- " 

8 The theory is not correct if it insists on the cbnng.- in j*”’ ' Crings oiit 
being exactly proportional to the change ... its quant»t>. 

an important truth. M V + M'V' w|lW> M j, 

Fisher put it in the shape of un equation 1 T 

money, V its velocity, M' credit and V' itfl velocity. 
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Effects of Changes in the Value of Money. When money fluctuates 
in value it disturbs the economy. It arbitrarily re-arranges purchasing power 
in a society. It retards or over-stimulates the production of wealth and creates 
feeling of uncertainty. Rising Prices benefit debtors, businessmen, manufac¬ 
turers, and agriculturists with a surplus to sell. They bit government servan , 
labourers, rent-receivers and other people with fixed incomes. Falling prices 
have just the opposite effect. 

CAN YOU ANSWER THESE QUESTIONS ? 

1. Explain the phrase* value of money* How is the value of money related 

■ to prices ? 

2. Explain (a) Appreciation of money. 

(6) Depreciation of money. 

(c) Inflation. 

(d) Deflation. 

3. Money measures the values of goods. Explain. How can we 

value of money ? [See Secs. 1 and 3.] (P.U. 1953) 

4. What are Index Numbers f How is an index number constructed f What 
precautions will you take in drawing the wholesale price index in India for 

15 years ? [See Sec. 3.] V- * *- ^56 ; P.U. 1958) 

5 What are Index Numbers ? How are they constructed ? What are their 
uses ? [See Secs. 3 and 4.] V- 1959 Suppl.) 

6 . What is the value of money ? How do you measure changes in the value 

of money ? [See Secs. 1 and 3.J (Delhi H.S. 1958 ; J.& h. 1958) 

7. What are index numbers ? What are their uses and limitations t 

(Bombay 1953 ; Agra 1941 ; All. 1940 ; Dacca 1943 , Delhi 1940; 
[See Secs. 3 and 4.] Nag. 1946 ; Punjab 1933) 

8 . Examine the effect of price changes on different sections of <J|ecommu- 

nity. [Soe Sec. 5.] (P.U. 1955) 

9. Define inflation and indicate its effects. [See Secs. 2 and o.] (C.U. 1956) 

10. Discuss the various economic consequences that follow from changes in the 

value of money. . „ „ _ . „ _ 

[See Sec. 5 ] (Cal. 1946 ; Dacca 1943 ; Cal. B. Com. 1941) 

11. Show the effect of falling prices on businessmen, school teachers and small 
shopkeepers. 

[See Sec. 5. Businessmen lose much, small shopkeepers also 
lose a little. Poople with fixed incomes like teachers gain.] 

12. How do you account for changes in the value of money ? Explain how 

■ changes in the purchasing power of money affects the different sections of the people 

of a country. [Seo Secs. 0 ami 5.] (J. & K. 1953) 

13. lF/»at is an ‘index number 7 Make one to show the change in the cost of 

living of a city clerk during the recent war. fSee Seo. 3.] 

14. Would profits be higher when the value of money is rising or when it is 
falling ? 

[Falling. It is then that goods aro rising in value. As pro¬ 
ducers deal in goods, they reap large profits.] 

15. jr/mt do you understand by the value of money ? Explain the economic 

effects of the change in it. [See Secs. 1 and 5.] {Bombay 1954) 

10. What do you understand by the phrase “ value of money ” 1 Enumerate the 
factors which govern changes in the value of money. 

[See Secs. 1. 0 and 7.] (P.U. 1958 ; Delhi H.S. 1958) 

17. Give an ilea of Fisher's quantity equation. (Calcutta 1955) 

Or 


Explain and criticize the Quantity Theory of Money. 
[See Secs. G and 7.] 


(P.U. 1946) 


Or 


■ Kxpl 


atn 


Under what conditions does the quantity theory of money not hold good t 
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18 Explain the term •value of money.' Why does the value of Indian rupee 
vary from time to time ? [See Secs. 1 and 6.] ( J • K - ^58) 

19. Explain the relation between the quantity oj money in circulation and 
general price-level in a country. How can we measure changes in the value of money f 

[See Sece. 6, 7 and 3.] < J - * K • 19 ») 

20. Why has money any value at all ? State the circumstances in tvhichthe 

value of money would tend to fall. (Delhi 1953 ) 

[Money has value because by law it is established as a medium 
of exchange and the Government regulates its quantity in such a 
way that it always commands value in terms of goods and services. 

A fall in the value of money is indicated by a rise in the price- 
level whioh is generally due to inflation.] 

Or 

Indicate the factors that determine the price level in the country. 

[See Secs. 6 and 7.] (Calcutta 1944) 

21. Under what conditions does money cease to perform its proper function ? 

Did such a condition ever arise in India ? 

[Money ceases to perform its proper function when people have 
lost all confidence in the Government that issues money in times of 
inflation. This happened in Germany in 1018. Such a 
has not arisen in India, though conditions grew very bad m 1944 
when the Allies suffered defeats. Today the rupee is worth-/4/- 
nearly as compared with its pre-war value.] 

22 What do you understand by the common remark-Our rupee today is hardly 
worth 25 nP t" What effects social and economic, would you expect from s eep ana 
ZSnlld rJin pric, unaided byary .'riou. cordrol. f Eipton ph par,,, 
cular refrence to Indian experience »n the post-war period. (P-U. I960, 

[See Sec. 7.) 


CHAPTER XXI 

CREDIT—ITS INSTRUMENTS 


“Promise to Pay ” 

i. Meaning of Credit. In a primitive economy, people 
c.vore self-sufficient. Mostly they consumed what they produced. 
But when this simple state of affairs prevailed, a person occasionally 
■stood in need of an article, he borrowed it from a neighbour 
promising to return it later. This was the simplest form of credit. 
The loan took place because the lender had confidence in the 
•borrower’s will and ability to return it. 

As time passed population increased. The number of sale and 
purchase transactions grew apace. Roundabout methods of produc¬ 
tion were adopted. It was found that coins were not enough to 
serve as media of exchange. Some subsidiary help had to be 
utilized. This was discovered in credit in its various forms. 

Sometimes we find notices like “TermB cash” or “Please do 
not ask for credit” in shop counters. One might wonder as to why 
such notices have been placed there. Obviously because the ownere 
of these shops have no confidence in their customers at least in 
some of them. “Once bitten twice shy” must be true in their case. 
They would rather not sell, than sell on credit to persons whose 
honesty they cannot rely on and who could not be expected to 

honour their word. 

The dictionary meaning of the word “credit” is “confidence 
felt in a person’s ability, honesty or intention to pay.” This confi¬ 
dence in a person, or the reputation it gives him, is of great 
importance in business. Ordinarily, exohange is oomplete when one 
person has received a good and the other its price. When purchases 
are small it is usually so. But when the purchases are so large that 
the buyer has not enough funds on hand to pay for them, a delayed 
payment of price would help him. If the seller has confidence in 
the buyer, he allows him this privilege and “sells on credit.” Thus 
a credit transaction is but “protracted exchange.” It differs from 
a “cash transaction in the faot that it depends upon confidence and 
that there is an element of time in it”. All hire-purchase systems 
(or instalment purchase ) and all borrowing and lending involve 

credit. 

In short, credit implies trust or belief in a borrower’s ability or 
willingness to pay. It is an attribute of the borrower on account of 
which he inspires this trust or confidence in others. Three C’s form 
the basis of this credit, viz., character, capacity and capital. The 
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•borrower must be honest ; he should have the capacity to pay or use 
profitably the amount borrowed; and be should be a man of 
substance. Suoh a person will have good credit in the money 
market. 

2. Credit Instruments. People talk a little regretfully of 
the good old days when everybody was honest and a man s word 
was as good as his written bond. They forget that now the area of 
dealings has increased greatly. Perhaps, man has become more 
aelfish too, on account of the increase in the struggle for existence , 
so almost always some record of transactions is kept in black and 
white. This record may take the form of a promissory note, a bill of 
■exchange, a cheque, a draft or a hundi Banks, in some countries like 
England’, in the past used to issue notes without check from 
Government. These bank notes were of the nature of promissory 
notes. This led to over-issue of such notes without sufficient security 
and resulted in frequent bank failures. This practice was too 
dangerous to continue and the Government had to prohibit it. 
Hence to-day only the central bank of a country is allowed to issue 
notes. These notes are accepted by the people because of their 
faith in the stability of the Government and aro almost as good as 
money. Therefore, for purposes of our study, we may exclude them 
from the list of instruments of credit i.e. documents that make 
possible credit transactions. 

Let us study some credit instruments. 

(i) A Promissory Note. The simplest form of a credit instru¬ 
ment is the promissory note. A promissory note (or pro-note for 
short) is a written promise from a buyer or a borrower to pay a 
certain sum of money to the creditor or his order. It is what we 
call IOU (I owe you) i e. an acknowledgement of debt and an 

obligation to repay. 

A typical promissory note is as below :— 


Promissory Note 

Rs. 500 . July 1, 1901 

Two months after date, I promise to pay M/s. Singh and Co. 
or order, the sura of Five Hundred Rupees only for value received 
with interest at the rate of 5 per cent. 


Shy am Lai 

Per Pro M/s. S. Chaud & Co. 


The words “value received” indicate that the document is the 
result of some purchase or loan. Interest must bo mentioned, other- 


10 nP. 
Stamp 
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wise the pro-note is not good in law. Such a document can be used 
for any kind of transaction, personal or commercial. 

(ii) A Bill of Exchange is used in internal as well as foreign 
trade. It is an order by a seller to a buyer or by a creditor to a 
debtor to pay a certain sum of money to himself or to bearer or to 
another person named therein. The seller or the creditor who draws 
the bill is called the “ drawer ” ; the purchaser or the debtor on 
whom the bill is drawn is called the "draweeF The sel er may order 
the payment to be made to a third person called payee . 
Specimens of inland and foreign bills of exchange are given 

below :— ___ 


An Inland Bill of Exchange 


Rs. 20,000/- 


Jullundur, 
July 1, 1961 


Thirty days after date pay to M/s. Singh and Co., or bearer . 
the sum of twenty thousand rupees, for value received. 

For S Chand & Co. ! 


M/s. The Premier Book Depot, 
Chandni Chowk, Delhi. 


Shyam Lai 
Proprietor. 


In place of the payee’s name any of these forms may be used 

1 . Pay to bearer, 

2. Pay to J. D. Varma or order, or 

3. Pay to my order. 

When the bill of exchange begins with “On demand”, instead 
of “thirty days” “It is a demand bill” or “sight bill”. 


A Foreign Bill of Exchange 


Rs. 1,000/- 


July 1, 1961. 


Sixty days after sight of this First of Exchange (second and 
third of the same tenor and date, unpaid) pay to the order of the 
! Central Bank of India Ltd., the sum of Rs. 1,000 only for value 

! received. 


M/s. A. V. Thomas and Sons, 
Sheffield, England. 


For M/s. S. Chand & Co., 
Gauri Shankar 
Manager. 


The drawer sends the bill to the drawee who “accepts” it by 
signing it and putting his office stamp on it. The bill now becomes 
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a negotiable instrument and can be bought and sold in the market. 
The drawer can now discount it and change it into cash on paying 
a commission called discount, to some firm or bank. It may pass 
through several hands before it ultimately matures or falls due tor 
payment when the drawee pays his debt by honouring the bill. 

If the drawee is not very well-known, he secures the services of 
an Accepting House to sign and accept the Bill. Such houses or 
firms specialize in providing guarantees and charge a commission tor 
their services. To perform such services the Accepting Houses have 
to keep themselves well informed of the financial position ot the 
merchants on whose behalf they accept the bills. 


How a Bill functions ? Let us illustrate how a bill functions. 
Suppose X. a merchant of Bombay sends oil seeds worth Rs. 
to Y, at Marseilles in France. Now Mr. X has to charge Monsieur 

Y the sum of Rs. 1,500. He draws a bill on \ lor that amount 
and sends it to him. Mon. Y has to pay down cash if it is a sight 
bill. But, if it is a time bill , he accepts it by signing and stamping 
it or getting the same done by an Accepting House. Then Mon 

Y returns the bill to Mr. X. Mr. X may choose to wait for his money 
for the period mentioned in the bill when it will mature , I 
however, he needs money urgently, he gets it discounted in a bank or 
a discount house. Thus he will get Rs. 1,500 minus the commission 

charged by the bank or discounting company, which purchases the 

bill. The bank or the company may hold it till the payment is due 
or pass it on for rediscountiug to some other bank. When mature, 
the bill will be presented to Mon. Y for payment Even then no 
money may be shipped from Marseilles to Bombay because a similar 
bill may have been drawn on some Bombay importer. It is the 
business of Exchange Banks to balance such bills against one another 
and save the bother and expense of sending gold back and tortli. 


Advantages of a Bill of Exchange. A Bill, of Exchange thus 
performs important functions. Firstly, '‘neither the exporter nor 
the importer has to go without his money while the goods are in 
transit. — (Sayers). The exporter gets h.s money from a bank and 
the importer does not have to pay immediately. He pays it after 
he has sold the goods and has funds in hand. 

Secondly, funds lying idle iu banks are invested in Bills of 
Exchange and are profitably employed. Banks particularly favour 
this form of investment because money is not locked up for long and 
can be withdrawn easily. It is said that a good bank manager 
knows the difference between a bill and a mortgage. The bills 
discounted set up a regular stream of money flowing in and out. 
Thirdly, gold and silver are saved from being transported between 
countries. Exports are made to balance against imports through 
the bill market without movement of gold. Lastly, while the bujet 

pays in his own currency, the seller is paid in his own. Exchange 

Banks undertake the whole work and individuals are saved from all 
bother and inconvenience. 

tiii) Ilundis. We, in India, are more familiar with hundis as 

they are commonly used. They are internal bills of exchange in one 


242 


INTRODUCTORY ECONOMICS 


of our own languages, and have been prevalent in India long before 
the dawn of civilization elsewhere. 

Hundis are Darshani (sight bills) and Mtadi or Muddati ■ (time 
bills) on the basis of the time allowed to the debtor. Hundiana is 
the commission sometimes deducted by the lender from the amount 
advanced. Specimens of the two types of hundis used in India 
(translated in English) are given below 

Muddati (or Miadi) Hundi 


• —* 

r . 

No. 469 Due Date June 28, 1961 j 

M 

d 

•*3 

1 

Rs. 1000/- Date April 28, 1961 

A 


(60) Sixty days khara after this date I/we M/s. 

a o 

S. Chand & Co. promise to pay Messrs. Singh and Co. or , 

c3 d 

order in Delhi the sum of Rs. 1000/- only for value 

;g> 

M a 

received in cash. 

• a 

■SLa 

V 

(Signature) Shyam Lai 

!<■* w 
• 

Per Pro 

• 

• 

• 

• 

Mja. S. Chand & Co. Delhi. ! 

• 

• 

• 

• 

Through Krishan Chand Ahluwalia 

o 

(Broker) j 


Darshani Hundi 


On demand please pay to Mjs The Premier Book Co., Delhi , 

the sum of Rs. 1000 /• only for value received in cash. 


To 


M/s. S. Chand & Co. 
Chandni Chowk 
Delhi 


Drawer's 

Signature 


Gauri Shankar 


(iv) Cheque. This is the most common instrument of credit and 
almost works like money. It is a written order on a printed form 
by a depositor (drawer) to his bank to pay a sum of money to 
himself or to somebody else whose name is entered on it or to the 
bearer, the man who holds (i.e., drawee). No bank ordinarily refuses 
to pay money for a cheque, provided it is correctly fdled in and 
there is enough money in the drawer’s account with the bank. A 
specimen cheque is given on the next page. The counterfoil with 
the drawer serves as a record of the payment. 


Cheques 

Cheques are of the following kinds :— 

(a) A “bearer cheque”. Any one can get such a cheque cashed. 
In this case, the bank need not worry as to who presents it at the 
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■counter. If a bearer cheque is lost, the finder can cash it unless the 
bank is notified in time to stop the payment. The drawer runs the 
risk of losing his money and not the bank. 

(b) An "order cheque”. The word “bearer” after the payee’s 
name is crossed out as in the cheque form below and the word 
“order” written instead. It is a safer form of payment because the 
bank is responsible for paying the money to the right person. The 
person who presents the cheque at the counter has to prove his 
identity before the proceeds of the cheque can be paid to him. 



- -—■-yv —v- ■ 

$^*347454 dlu 




The Punjab National Bank Ltd. 


^ 4 

'WV' J 


/ 


Pa-'TU ...S J trfX- 


Rcpkkh .... ^ c -<*• 




•T 


»*•••• • •• 


• • •• • 


Ids 3 

wr. Beaufr 




; ; 1 




/ <*. 




4. i 


- J 


• Q.. v 

"T.• " • i 


(c) /I "crossed cheque ” This is the safest form of payment as it 
■ cannot be cashed at the bank counter. The payee cannot get the 
proceeds of the cheque in cash. He ean only get the sum transferred 
to his own or (after endorsing) to somebody else’s account. A cheque 
is “crossed” by drawing to parallel lines across its face or in a corner 
and writing the words “& Co.” between them. The specimen given 
above is crossed. If it is crossed "Payee’s A/c,” then cash cannot be 
obtained from the bank, the amount of the cheque can only he 
credited to the payee's A/c. 

(<i) A “ pod-dated ” cheque is a way of making payments some 
time in the future. If you have to pay a hundred rupees to a friend 
after a month, you may draw a cheque in his favour and put down 
the future date. It can be cashed only after that date. 

(e) A “ blank cheque” means an unlimited offer because the 
signature is put whereas the space for the amount is left blank to bo 
filled in by the drawee. Such cheques are usually handed over in 
romances or films ! Nobody ordinarily signs a blank cheque. 

Advantajes of Cheque #. The cheque has economized the use of 
money. No cash need be paid Moreover, its great convenience lies 
in that the payment can be exact to a pie. There is no fear of loss 
when the cheque is crossed. Thus it is a safe method of payment 
besides being convenient. Again, the counterfoil of the cheque serves 
as a receipt and, therefore, ensures honesty. The account of the 
transaction is with the bank and cun be called for evidence it needed. 
But it requires confidence in the drawer as well as the hank tor 
acceptance. .Since it is not legal tender, acceptance is not compulsory. 



244 


INTRODUCTORY ECONOMICS 


( V) Draft. A cheque can also be used to remit funds to another 
place. But as the account is held in a different place from where 
the cheque is presented., the latter branch of the bank normal y ge s 
in touch with the former before making the payment. To avoid this 
botheration, a banker’s draft is used. A draft is a cheque drawn by a 
bank on its ouai branch or an another bank requiring the latter to pay a 
specified amount to the persovi named in it or order thereof . 

If you want to send a birthday present in the form of money to 
a friend" at Bombay, you can deposit the amount with, say, the 
Punjab National Bank, get a draft in vour friend’s favour on tbe 
bank’s Bombay branch, and send it to him under a registered cover. 
When the draft is presented at the Bombay bank, it will be cashed 
after tbe claimant has been identified to be the person in whose name 
it has been drawn. A person need not carry a large sum of money 
on his travels and run the risk of being robbed. He can get a dratt 
in his own favour and avoid the danger and trouble ot carrying cas i. 
A traveller’s cheque, such as is given by the State Bank ot lu< la, or 
some other Tourist Agency also saves bother and avoids ihe risk. A 
specimen bank draft is given below : 


li?j 

o STATE BANK OF INDIA 

. a'l 

1 C 

< ° No. JB 03735 
fi c 

Z a ! 

\rO 1 Rs. IOOO - 

[i« § 1 

0 3 M/s Dewett Bros. 

. o _ _ 

Delhi July 1, 1961 

1 

On Demand pay to | 

or order 

*__ ____i 

kyj x-- 

2 £ Rupees One Thousand only 

o 

03 . c 

for value received 

O 

W „ 

For State Bank of Indio 

H | To 

H 

State Bank of India, 

s- 

A Hoshiarpur. 

r* 

0m 

, r-- 

i 

Agent, 

Accountant 


The cheapest method of sending money is through a bank draft. 
A bank does not usually charge more than -/l/- per hundred if the 
amount to be sent is not less than a thousand rupees and if it has a 
branch at tbe*place of payment. 

g. Clearing House. One great advantage that follows from 
the use of cheques is that we do not have to carry pocketful of notes 
or coins for our purchases. In countries, where people have developed 
the banking habit, rarely is a purchase paid for in cash unless it is 
a very small &um. The people who are paid in cheques do not get 
them cashed but just pay them into their accounts at 1 heir bank. 
Thus if both the persons have a common bank, a mere alteration- 
in their balances completes the transaction. 
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When there are more banks than one in a locality and the two 
persons have accounts with different banks, the process is not so 
simple. Every bank receives during the course of the day cheques 
on other banks in favour of its customers. To send cash back and 
forth from one bank to another everyday would be very troublesome. 
To avoid this trouble the device of a Clearing House is used The 
agents of all the local banks meet at a fixed place after the working 
hours and balance their claims against one another. When simple 
book entries have cancelled most of the obligations, a small balance 
may be claimed by one bank on the other. This is usually settled 
through a cheque on the Central Bank (the Reserve Bank of India 
or the State Bank of India) with which all commercial banks have to 
keep accounts. There are ^Clearing Houses in important cities in 
India, the most important being those in Bombay and Calcutta. 

4. Uses of Credit. Credit is immensely useful in the type of 
economic organization found today. We sum up the services ren¬ 
dered by it below 

(i) It makes possible a steady flow of goods from the whole- 
saler to the retailer and from him to the consumer. Thus it replaces 
wild activity and slucsish dullness winch would otherwise succeed 
■each other and unbalance the economy of the country. Credit oils 
the wheels of business and makes it run smoothly. 

(ii) It. economizes the use of coins as well as currency notes. 
More exchanges are possible while money transfers are reduced 
through the cancellation of most of the debits and credits. Thus it 
serves as a very good and convenient medium of exchange. 

(Hi) Jt finances trade and industry through big loans at low 
rates of interest and helps to increase the output of goods. Thus it 
brings about economic development of the country. 

(i v ) Savings are utilized to help production. The agency ot 
credit brings together the man with idle funds and the man with ideas 
who oan productively use those funds. Thus capital is rendered 
more productive. It promotes thrift and capital formation. 

(„) Huge deposits are created by banks and lent out on the 

strength of only a small percentage of cash The usual ratio is 10 
to 20 p.c. In this manner business can be extended to a very large 

settle • 

(vi) Bankers’ drafts and bills of exchange promote inter¬ 
national trade by avoiding transmission of specie from place to place. 
•Without credit, these payments would be very troublesome. Ueait 
thus promotes international trade. 

c. Abuses of Credit. Credit has many advantages, but 
uncont rolled 11 -e of credit is dangerous. It may bring about an 

unhealthy expansion of business activity which later on ends m 

depression. Easy borrowing may give support to ineftieient business¬ 
men Resources may be wasted through careless use. \\ lid specula¬ 
tion may result when credit is offered without proper investigation. 
•Credit is one of the causes of inflation and high prices which bring 
much misery in their train. Thus credit encourages waste and 
■extravagance, engenders SDeculation and gambling and prevents the 
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process of weeding out weak enterprises by the natural process of the- 
survival of the fittest. Thus credit is a very delicate and dangerous 
weapon and it must be used with utmost care. If it is kept within 
proper limits and is provided on a sound basis it can be very 
beneficial. 

The whole machinery of credit works through banks. We shall 
study banks and their functions in the next chapter. 

WHAT WE GATHER FROM THIS CHAPTER 

•Credit’ refers to purchases in which price is not paid in cash Instead,, 
n document is given by the purchaser as an acknowledgement of his debt. 
The document is called an instrument of credit. A Credit Transaction, there¬ 
fore. is “protracted exchange.*’ Credit, involves/’onfidence in a person’s honesty 
and integrity. Them are three C’s of credit : character, capacity and capital. 

Instruments of Credit. Business dealings cover a large area today. 
Written documents are necessary to ensure repayment later. They may he in 
the form of: 

(t) A Promissory Xote —A written promise (TOU) from a dobtor to 
a creditor to pay in the future. 

(it) .-l Bill of Exchange. An order by a creditor on a debtor to pay 
a certain sum of money which the debtor (or purchaser of goods) 
accepts by signing. The paper con be bought and sold in the- 
discount market. Some firms, oalled Accepting Houses, specialize 
in the business of accepting such biljs. 

Advantage.--. The hill of exchange enables the seller to get his 
price, the purchaser to buy on credit and banks, etc. to lend 
their spare money on interest. 

(Hi) Hand is aro the Indian form of bills of exchange and have existed 
for ages. They are of two kinds—Dnrsliani (sight) and Miadi 
(time). 

(it-) Cheque. It is most common and popular of all credit instru¬ 
ments. It is a written order by a depositor to his bank to pay 
a certain sum of money to a person named in it or to the bearer 
of the cheque. 

(a) Bearer Cheque. Anybody can get it. cashed. (6) Order 
Cheque. Only the person named can get it cashed, (c) Crossed 
Cheque. The monoy can be entered in one’s account and not 
cashed, (d) Post-dated cheque. Some future date is entered. 

Advantages. A cheque is a safe and convenient form of payment. 
It saves the need of paying cash in every transaction. 

(r) A hunker's draft is a cheque drawn by a bank on its own branch 
or elsewhere on another bank to transfer funds to that place. 

A Clearing House is nn agency where cheques drawn on different banka 
are mutually balanced ami «leared by their representatives. 

Uses of Credit. ta\ Economy of metallic money. (/>) Cheap loans to 
businessmen, (r) Utilization of idle capital, (d) Makes possible loans larger 
than savings. (*>) Facility in making international payments. (/) Helps to 
maintain a steady flow of goods from wliolsalera to consumers. 

Abuses of Credit, (u) Unhealthy expansion of business activity, (6) 
helping inefficient producers, (r) wasetfful and careless use of resources* 
(d) causes inflation, etc. 

If these risks are guarded against, credit can be very helpful in business. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Define the term ‘credit’ ? What we credit instruments f Explain 
briefly the process of credit creation by a connnercial bank 

fSee Secs. 1, 2 and Sec. 5 next chapter] 


(P.U. 1959 > 
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2 What do you understand by credit ? Name and describe the various 
instruments of credit and bring out the difference between a Bill of Exchange and a 
Bank Draft. [J. * h. 1960) 

3. You have to pay Rs. 497-9-3 to Messrs. P.N. and B. Write this out in 
the form of a crossed cheque , a darshni hundi and a promissory note . [bee bee. j 

4. Give specimen forms of 9 and write notes on : 

(a) Bill 0 / Exchange. w'p‘l9S3) 

tb) Bank Draft. 

(c Crossed Cheque. (P.U. 1946 ; E.P.U. 1948) 

J) Hundi ( C7.P. 7955 ; P-a. 7947 

(c) Promissory Note. [See Sec. 2 for all.] (U.P. 1953) 

5. Discuss the various methods by which a man in Amntsar can send 

Rs. 200 to London, Bombay and Nawandpind (a small milage in Jullundurdutrxi 
quickly and safely. (See Sec. 2.] (E.P.U. 1W) 

and iL ^ , [S«°Sec' i 7(S] C '‘ e, “ 

*• ^^r e " ut Dac,ib ^^^L 

arl ^ r ,u "*"“•&«: im 

12. ••Credit is a good servant but a bad master. Explain and f' 8 ™**- 



Show the importance and utility of credit. 
[See Secs. 4 and 6.] 

13. What is credit ? Show the advantages 
[See Sees. 1, 4 and 6.] 


What are its dangers ? 

arul disadvantages of credit. 

(Qauhati 1958 ) 
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BANKS V 

“Those Factories of Credit ” 

i. Definition of a Bank. The proverb goes “Money begets 

money.” “Bosh !” say you, “money in my box has begot nothing. 
And it has been lying there a whole year !” “This is not the way, 
you silly fool !” you are told. “Put it in some business or deposit 
it in a bank and then see.” “Oh !” you reply. 

Now it is understandable why money invested in a business or 
a factory should “breed”, but it is not so easy to see how it breeds 
in a bank and wliy the bank pays interest to its depositors. Appa¬ 
rently a bank neither makes nor sells any goods. It may not seem 
to, but all the same it does sell a very important commodity. It 
manufactures credit and sells it. That is why we call a bank a 
factory of credit.” 

Banks are like reservoirs. They collect the savings of some 
people and give them to others who can use them productively. In 
the process, they earn a commission, out of which they pay interest 
to those who save and deposit funds with them. A bank is an insti¬ 
tution in which those people who have spare cash deposit it and from 
which those who need funds borrow them. 

It appears that goldsmiths in old Italy used benches of a 
peculiar kind as their working tables. Their business came to be 
connected with this bench—the Italian word for which is “banco”. 
This word gradually developed and passed into the hands of joint 
stock concerns known as “banks” today. It took the banks ages 
to be what they are today. Let us see how it happened. 

2 . Evolution of Banks. Long ago, when life was not so 
secure, saving was very risky. A man who came to be known as 
rich, ran the danger of losing his wealth, and often his life to boot, 
at the hands of outlaws. Goldsmiths, because of their profession, 
kept strong safes. Hence, the practice of depositing one’s valuables 
and spare money with them for the sake of safety grew. They charged 
something for this service and returned the valuables when needed 
by the depositor. 

They found from experience, however, that only a small portion 
of the cash they were entrusted with was withdrawn at any particular 
time. “A surplus could be put away, as it were, in a special safe 
which need rarely be opened.” The idea of using the balances tying 
idle with them must have dawned upon the goldsmiths in time. 
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They also found that they were f D VZ 

loans on good security It wa^> no a a' . make a profit. 

some of the surplus cash deposite' « 0 bi ect would be pacified 

One can imagine that depositors who m,gbt ^ctwou^ ^ 

by a remission of the charges for P f an interes t on their 

orrJ; p ^P« tss kk 

" ic - ° f ha ' d ' ,,o, :; h 

tme the fore-runners of modern cheques. 

3 . Advantages of 'ZZ^y. the 
the basis of modern internation anehave worked wonders, 

railway train, the steamship am >® V „ t , nilineroU s goods 

They can easily carry ^‘ ^ in ealh of which thousands of 

that are produced in huge tact needed to maintain 

people work. Crores and -ores of n.pees « Xo sin „U, 

these various agents of tnuispo lmdfrtake these vast activities 

individual, however is rich enotigti ig therefore, indis* 

single handed. He must' ^ d er. and the company promoter. 

pensable for the industrialist ti necepsarv credit is that of 

The on!y agency that can pro 1 of millions of individuals into 

banks. They collect the «mal sav i ^ int0 usefu | channels. 

a vast pool and direct the h i_ • and would 

Taken singly these savings are too ™»ll and | e[ „, them 

be a total loss to society if banks d tbat flows out of the 

of industry and trade. 

Besides lending money banks transmit money from ^ 

place and make international tr p ^ ^ mov e the crops from 

fanners and cottage porkers banking development is 

3 =£ dx£sL °« 

—. . 

making large-scale production poss.ble. savin;lS bank 

People of small means can save mo • P custody- 

account and earn interest. -a ua es 1 f unc tions on behalf 

The banks perform financial advisers. 

jaKSTKsss.tss-v-..- ■ ■“ 

-:»£rsx. ^“jatssrr: 

typos of bauks have developed. Eao>»yiPV™. * , i8t i„guish the 

particular kiud of They are 

different banks according to the functions mey i 

given on the next page. 


r 
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(а) Commercial Banks. These banks play the most important 
role in modern economic organisation. Their business mainly consists 
of receiving deposits, giving loans and financing the trade of a country. 
They provide short-term credit i.e., lend money for short periods not 
exceeding six months. This is their special feature. 

(б) Exchange Banks. Exchange banks mostly finance the foreign 
trade of a country. Their main function is to discount, accept and 
collect foreign bills of exchange. They also buy and sell foreign 
currencies and help businessmen to convert their money into any 
foreign money they need. Their share in the internal trade of a 
country is usualiy small. In addition, they carry on ordinary banking: 
business too. 

(c) Industrial Banks. There are few industrial banks in India. 
But in some other countries notably Germany and Japan, these 
banks perform the function of advancing loans to industrial under¬ 
takings. Industries require capital for a loDg period for buying 
machinery and equipment. Industrial banks provide this type of 
block capital. Industrial banks have a large capital of their own. 
They also receive deposits for longer period. They are thus in a- 
position to advance long-term loans. 

In India, the Central Government set up an Industrial Finance 
Corporation in 1948. Its activities have been enlarged recently. 
Further, various States have also set up State Financial Corporations. 
Of late, the Central Government has also established the Industrial 
Credit and Investment Corporation and the National Industrial 
Development Corporation for the financing and promotion of industrial 
enterprises. These new institutions fill important gaps in our 
industrial finance. 

(d) Agricultural Banks. The main business of Agricultural 
Banks is to provide funds to peasants. They are worked on the 
co-operative principle Long-term capital is provided by land 
mortgage banks, while short-term loans aro given by co-operative 
societies and co-operative banks. Long-term loans are needed by 
the farmers for permanent improvements of lan.d while short-period 
loans help them in purchasing implements, cattle and seeds Such 
banks and societies are doing useful work in India. 

(e) Savings Banks. These banks perform the useful service of 
collecting small savings. Commercial banks too run “saving depart¬ 
ments” to mobilize the savings of men of small means. The idea is 
to encourage thrift and discourage hoarding. Post Office Savings 
Banks in India are doing this useful work. 

(/) Central Banks. Over and above the various types of banks 
mentioned above, there exists in most countries today a big central 
bank. It is usually controlled and quite often owned by the 
government of the country. The central bank performs very 
important services which we discuss below (Section 8) in detail. The 
Reserve Bank of India is such a bank in this country. 

5 > functions of Commercial Banks. Banks act as inter¬ 
mediaries between those who have surplus money and those who 
need it. To receive deposits and to advance loans are thus the 
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two main functions of all commercial or joint-stock banks. Insh°rt 

£ d oi t^ncln.a. 

functions which°have Sloped according to the needs of society. 

We discuss all of them below . „ . r 

fa) Accepting Deposits. Banks attract the idle savings of 

people' in the P Lm of deposits. These deposits may be of any of 

the gr iemand deposits, also known as current accounts. 

These are W- ^tcrm 

deports and 8, must keep almost cent per 

pa- peopie 

who 7 -«-js tr&nZ 

Jh the lengt Of the period » ^ —^ 3 h «* 5 years. 

rate ,n India today ^ 9tanJ midway 

(m) SavmJ * f ' , aC c 0 ,int 9 . One or two withdrawals up to 
between current an fi«^ accc > ^ more than Rs 500 to 

is ,eS9 than 

that on F^ed Dep^oa^^ But receiving of deposits is not the 

whole story about a bank’s monejT, a°’blnk invests 

bank pay ‘nterest . er ^ c ®- )enfc tQ biisine ssmen and traders usually 
it or lends it 01 t. * V ? g0 bpcaiise the bank must keep itself 
for short periods only^ T\ dep0 sitors who have deposited 

ron^for" Money is adduced hy the hanks ,n any 

one of ^l^L'lTover-irafl. Customers of standing are given, 
the ri^verdr/* their account^ 

more than they have eposi e ^ ith i n a short period. 1 he 

amountof permissible 1 over-draft vaties with the financia. position of 

Zvixs ■>!=“ i»—■ 

LTh^to satisfy the pufpos'/ ^AfteMluit theTank 

ness of his venture and h.s honed ty °f Purpose •^ with tho 

may require a ^ng'ble secun ,y fc only y 8Uch 6eour jty is accepted 

borrower s personal seem >• } rket \n government securities 

as can be easily disposed of in the' ®^ K "^;^ bout time and rate 
or shares of approved borrower rarely 

of interest are settled an < c08 h. Usually he 

bank * if be ^ 
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has not an account with this bank. Now it is exactly as if that 
sum had been deposited by him. This is how a deposit is 'created* 
by a bank. That is why it is said “ every bank loan creates a deposit .” 
A cheque-book is given to the borrower with the right to draw 
cheques up to the full amount of the loan, but interest is charged 
on the whole sum even though only a part is withdrawn. 

After the period for whioh the money has been borrowed is 
over, the borrower returns the amount with interest to the bank. 
Banks make most of their profits thus by giving loans. 

(c) Discounting Bills. The discounting of bills is another 
way of lending money. We described in the last chapter how bills 
are discounted. The banks purchase these bills through bill-brokers 
and discount companies or discount them directly for the merchants. 
These bills provide a very liquid asset, (i.e., an asset which can be 
easily turned into cash). The banks immediately pay cash for the 
bill after deducting the discount (interest) and wait for the bill to 
mature when they get back its full value. 

The investment is quite safe, because a bill bears the security 
of two businessmen, the drawee as well as the drawer, so that if one 
proves dishonest or fails, the bank can claim the money from the 
other. This is regarded as the best investment by the banks. It is 
liquid, lucrative and safe. That is why it is said that a good bank 
manager knows the difference between a bill and a mortgage. 

(d\ Remitting Funds. Banks remit funds for their customers 
to any place where they have branches or agencies through bank 
drafts This is the cheapest way of sending money. It is also quite 
safe. Funds can also be remitted to foreign countries. 

(e) Minor Functions. A bank nowadays serves its customers 
in various other ways. It has 'safe deposit vaults'. They are meant 
to keep the valuables of customers in safe custody. Further, a bank 
collects interests on behalf of its customers as well as pays dividends 
on behalf of joint-stock companies. Jt purchases and sells for its 
clients, stocks and shares of companies. It executes the wills of 
deceased customers and acts for them as a trustee. 

6. The Balance Sheet of a Bank. A good deal of light can 
be thrown on the working of a bank by its balance sheet, which it is 
required to issue every week. But it is not easy for a layman to 
understand it We give below items that would appear in the 
balance elicet of, say, the State Bank of India 1 to illustrate the 
point. 

Statement of Affairs for the week ended, July i, 1961. 


Liabilities (in lakhs of Its ) Asstts (in lakhs of Rs.) 


Paid up CapiTal ... Cash in hand and with 

Reserve Fund and other Reserves j Reserve Bank 


1. In July, 1955, the Imperial Bunk of India, along with certain other 
banks, has been formed into the State Bank of India. 
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Liabilities {in lakhs of Rs.) 


Assets (in lakhs of Rs.) 


Deposits and other 
Accounts 
Bills Payable 
Bills for*Collection 
Acceptances, etc. 
Borrowing from other 
Banking Cos. etc. 

Other Liabilities 


• • • 


Balances with other 
Banks 

Money at Call and Short 
Notice 

Govt, and other Trustee 
Securities 

Other authorised In¬ 
vestments 


Loans, Cash Credits, 
other Over-drafts, 

etc. 

Bill Discounted and 
Purchased 
Bills Receivable 
Acceptances, etc. 
Premises (less deprecia¬ 
tion) 

Furniture and Fixtures 
(less depreciation) 
Other Assets 


C‘ 


Total 


Total 


• • • 


JLOUll • ■ __ — 

- ---, . i Q two columns. The left-hand column, 

The balance sheet ha: t that can be made on the 

called Liabilities, 8 ,v ® ,, an( j others ; the column on the 

bank by depositors, sharehol ^ ca(jb re8 erves, cash in hand, 

investments^ancTother dai'ms of the bank on others as well as the 
property that it owns. d u | timat ely 

Liabilities such they are a liability of the 

K 8 ‘Cbank« *«■ business on their basis but reserves 

are meant mainly for a time of deposits and Hxed 

Deposits are of two kincis, . .. liabilitv- The bank owes 

(time) deposits. Deposits * f r ® account deposits can be withdrawn by 
them to the de P0 8 >°J whU fixed deposits are withdrawable only after 

depositors on demand whil V Ujjua|1 no interest is paid on 

the period of J 5 J hilo j n regard to fixed deposits, the rate 

current account deposits. »» K of time f or which they are 

varies with the amount as well P ^ ^ Ujo araount and period 

deposited. The ulte F ee . th bank Another item on the liability 
for which the money »s put w^ b ■ bi|U whic h the bank may 
side i« ‘ Acceptances . rhese ^ The bank is liable to pay 

have accepted on behalf o s c CUBt omers fail to p „y them. 

tr IrelilXeous or oLr Uab^tiee. 
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.Ossete. The items on the right-hand side throw light on the 
bank’s activities. The first item is *Cash'. The bank has to keep 
some cash to meet the calls of its depositors for their daily needs. 
The bank knows by experience how much money to keep for this 
purpose. The cash with the Reserve Bank is also as good as cash in 
hand. It is even better, because it gives the customers greater 
confidence in the bank. Money at call represents loans given by the 
bank for a very short period, say a week. The bank can call upon 
the borrowers* to repay such advances immediately. Next are 
securities and other investments. 

The bank, invests funds in Central, State and Local Govern¬ 
ment securities. It also buys some bonds and shares of industrial 
concerns approved by the central bank. Of course, some of these 
securities can be easily sold at a time of need, but others may fall in 
value and may not easily saleable in a crisis. It is necessary for 
the bank, therefore, to keep its resources as 'liquid' as possible. 
Then come ‘ loans and advances' which the bank has granted to its 
customers. Usually these loans are backed by approved shares 
and securities but sometimes small amounts are advanced to safe 
customers on their personal security. Such 'over-drafts' are for very 
short periods and are automatically adjusted when the customer 
pays in money. 

'Bills discounted' is the next item on the assets side. Such bills 
mature after a fixed period. Trade bills do not run for more than 
90 days in any case and are a very safe investment. In India agricul¬ 
tural bills can run for 15 months. Banks can invest their funds in 
these bills too. Unfortunately there is not as big a bill market in 
this country as in others. Banks, therefore, cannot do as much 
business in this direction as they would like to. During the last few 
years, the Reserve Bank has been trying to develop a bill market in 
India. 

The last item in the assets list is * deadstock' mainly consisting 
of lands, buildings and furniture. They are the least liquid of a 
bank’s holdings and impossible to sell at reasonable prices on a 
tailing market. This is why banks do not lock up their funds in 
them and usually invest in secured loans and bills. 

It is not easy to read a bank balance sheet. Banks in some 
countries have different days for publishing their balance sheets. On 
the day a bank has its turn, it sells out a number of bills and 
securities and secures cash from another bank. This increases its 
cash reserve for the day. The very next day that money is thrown 
back into the market, ready for being used by the next bank. This 
temporary calling in of reserves shows each bank in turn to have 
more liquid resources than it actually has. Thus the same amount 
serves to increase the cash resources of a number of banks in turn. 
This practice, called 'window dressing' is objectionable. If a country 
has a strong central bank, it can be stopped. The Reserve Bank of 
Iudia since its nationalisation, has rid the country of many suoh 
evil practices. 

7 . Is the Bank Sound ? Profits versus Reserves. The balance 
sheet of a bank can give us an idea of its position. The ratio of 
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the bank's reserves to its liabilities is the basis of our judgment. \ou 
know that a bank can lend large amounts of money on the strength 
of a small cash holding. This is called 'creation of ere lit . If. tempted 
bv easy profits, it carries this practice too far and does not keep 
adequate reserves, it may get into danger. Even a small rush on ,t 
may land it in the bankruptcy court Further, if the bank locks up 

its funds in long-term investments (like factories, lands and houses 

which cannot be sold at a pinch), it. may have to close its doors one 

■day. 

We may then conclude that for achieving soundness— 

(a) a bank should not advance funds for speculation ; 

(b) it should not invest heavily in industrial undertakings which 
yield returns only after long periods ; 

(c) it should not lend very large sums of money to an individual. 
If he fails, the bank may have to face ruin ; 

(d) it should maintain a high ratio of cash to deposits, loans and 
advances. Its other reserves should be as liquid as possible. 

Thus on the one side are profits and on the other reserves. High 
reserves mean less profits. The bank has to follow a path midway 
between the two extremes. It should strike a happy compromise 
between liquidity on the one side and profitability on the other It 
has to earn profits but not at the risk of overriding and speculation 
It must keep sufficient liquid assets so that it may be able to meet 
the demands of the depositors. If the bank itself speculates, it may 
have to face disaster one day. The early history of joint-stock 
banking in India is full of examples where a bank had to close doors 

on account of its speculative activities. The failure of the Alliance 

Bank of Simla, a very big bank, was mainly due to this. 

There is no fixed principle about the proportion of reserves to 

liabilities In the last resort, the amount of reserve depends upon 
Hie normal demands of a bank’s customers. To meet sudden calls- 
and no one can predict them-the bank s investments should be as 
liquid as possible so that they can be easily realised Nowadays 
every bank has to keep ft percentage of its deposits with the central 
hank of the country. These balances, called bankers deposits, are 
1 good as money in the bank’s own till. The central bank uses them 
. ls a handle to control its member banks and the total issue of credit 
in the country. They ase also used to help member banks in an 
emergency if otherwise they are sound. 

It is seen that in countries, where the people are educated and 
Wik-minded the ratio of reserves to advances is lower than in back¬ 
ward countries. In U.K. this ratio sometimes falls as low as «)% 
while in India it is usually higher than 10%. The ratio is lower in 
the case of old banks with a reputation than in the case of smaller 

new banks 

g~\Centrskl Bank. During the First World War and in the 

nnst-war period, many countries were faced with difficulties in the 

Control of their currency and credit. The growth of central banking 
was a direct result of these difficulties. Today it is seen that almost 
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every country has a central baak. ThU bank is expected to maintain 
and safeguard the monetary standard of the country. In the process 
it is not expected to earn profits. Thus even if it is a private institu¬ 
tion, it is not allowed to declare dividends above a certain tixed low 
rate (about 5%) ; nor is it allowed to be under party intlueuce. It 
has to perform its ordinary functions without let or hindrance, 
whichever party may be in power, in democratic countries. Let us 
now study the functions of a central bank.»— 

Functions of a Central Bank. (1) Monopoly of Note-Issue. 
Formerly, in certain countries, many banks issued their own notes. 
This resulted in uncontrolled confusion. Hence gradually the right 
of note-issue was withdrawn from ordinary banks. Note-issue 
became sole privilege of the central bank in a country and its notes 
became full legal tender. 

In issuing notes, the central bank has to follow rules laid down 
by law. It has compulsorily to maintain reserves of gold, silver, 
and selected securities iu fixed proportions to inspire confidence in 
the people in the paper currency uud its convertibility. Such pro¬ 
portions dill'er from country to country and governed by its peculiar 
circumstances Thus the Reserve Bauk of India holds against notes 
in circulation Ils. 40 crores in gold, besides Government of India and 
sterling securities and dollar securities. Recently, the system of 
keeping reserves against note-issue has been changed. The Reserve 
Bank now (since October, 1957) is required to keep a minimum 
reserve of Rs. 200 crores, of which not less than Rs. 115 crores must 
be in gold. 

(2) Bankers’ Bank. All other banks in the country are bound 
by law to keep a fixed portion of their total deposits as reserve with 
the central bank. These reserves help the central bank to control 
the issue of credit by commercial banks. They in return can 
depend upon the central bank for support in time of emergency. 
This help may be in the form of a loan on the strength of approved 
securities or through a rediscount of bills of exchange. Thus the 
central bank is the last refuge of other banks in difficult times, 
because on such occasions, there is no hope of getting help from any 
competing institution. 

To turn to India. Here the scheduled banks have to keep in 
deposit with the Reserve Bank not less than 5% of their current or 
demand deposits and 2% of their fixed or time deposits as reserve. 
In return they enjoy the privilege of rediscounting their paper with 
the Reserve Bauk as well as securing loans against approved securities 
when in need. 

(3) State Banker. Previously Governments in all countries 
had to maintain a large number of treasuries all over the country. 
Now their funds are kopt with the Central Bank. This is a privilege 
for the Bank as well as a responsibility. A central bank is required, 
to lend money to Central, Provincial (State) and Local governments 
when called upon to do so. Taxes flow to Government only in certain 
parts of the year while funds are wanted at all timea. Hence Govern¬ 
ments borrow- temporarily from the central bank in times of need* 
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These loans are 

all other government loans, bank . In addition, it 

permanent, are floated thro g foreign currencies, as well as 

remits government funds, purcb - im p 0r tant provision is that 

manages the public debt. Another i p ^ ^ ^ Iq 

central ban. 

a9 welUs of Ind ia performs all these functions for the 

Central and State ^ZlTy^ket ThUph-eolearly denotes 

of a country. We have seen “redit is one of the 

prices in a country as mo y , Fluctuating prices are a 

important functions of commer nnt rv The duty of koeping 

source of danger to the economy of a country The duy^ ^ PJ* 

the economic life stab el.esion th ofgo |d, and (6) it 
(a) it can proh.b.t o consol the mb ^ ^ ^ in three ways 

can control the total v rate means a higher 

(0 By a bank to rediscount bills. This discourages 

charge by the cen J ral A lower rate works in the opposite 

traders from borrowing much. A lower . n India in 1935 . 

direction. Since the Reserve k November 15, 1951, when 

the bank ra ^ e ^ 8 isi^bsequently in May 1957 to 4«/ 0 . 

it was raised jf the bank wants to create 

(u) Bj P niircliases securities and releases funds 

•easy jnoney- cond.t, n .t P> ^ ^ of credit. A rale of 

i: t c 0 uritTes m by t‘he ^aTrcnJes surpius money from the money 

marke , t .'.- chanQiru , the reserve ratio, of other banks. The central 

(in) By chang J ^ keep higher or lower reserves 

bank may rec l u,re I A rica the Federal Reserve System has this 
against depos da fn Ame . wi „ withdr aw cash from flic hanks 

andleav^them^less resources to create credit, and vice versa 

(51 The central bank bus also to keep the foreign value of the home 

currency stable. Fo J "““^“though there hasteen devaluation of 
reason that ndi , < i eVa l Ue c l her currency in relation to the 

unfavourable Commonwe alt»i countries followed U.k. 

of course, officially i . ■ tbe market has been 

Actually the value of ^ rZe Q In short, money should have 

Stable 11 purchasing power, not''only inside a country but outside 
a n-pll This is what the central bank has to ensure. 

(»,) The central bank performs the duty of a Clearing ouse for 
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cheques It settles the accounts of commercial banks and enables 
them to clear their dues by the process of book entries. 

It should be carefully noted that a central bank does not come in 
competition with other banks. Nor does it pay interest on the money 
keot with it. If it is a government-owned institution, it pays no 
dividends and if a private one, it distributes low dividends and hands 
over extra profits to the government. The' Reserve Bank ot India 
is now a national bank and distributes no profits 

q. The Reserve Bank of India. The Reserve Bank of India 

is the central bank of this country. It was established in 193 a as a 
shareholders’ bank under Government supervision In 1J49, it 
was nationalised. It performs all the functions which any central 
bank performs. It issues notes and keeps reserves as laid down 
under the Act. It is a bankers’ bank. All scheduled banks have to 
maintain reserves in it. It allows no interest ou deposits lying with 
it It performs all services it is called upon to do for the Govern¬ 
ment. It is now a strong guardian of the Indian money market. It 
also maintains the external ratio of the country as required y 
Government policy. It has tried to improve the banking system ot 
the country by means of bank legislation and by issuing directives 
It has helped banks in difficulties and prevented bank failures. It 
has controlled credit and hence price fluctuations. In recent years 
it has been following a policy of selective credit control by restricting 
advances against certain commodities. The control is very flexi e 
and changes as conditions change. It has helped m agricultural and 
industrial finance and helped the Government to find finances for the 
development plans of the country. It has tried to develop a bill 

market in the country. 

In short, the Reserve Bank of India has been a very successful 
central bank and we can be legitimately proud of its achievements. 
However its control over the money market is limited since 
indigenous banks, supplying 90% credit, are outside its control. 

10 . Exchange Banks. These are huge concerns with vast 
capital Their activities cover the whole globe in the financing of 
international trade. They do business on a very small margin, but 
as the business is vast, their total profits are huge. India has no 
exchange bank of her own. Her joint-stock banks finance the foreign 
trade to a small extent. India should have a first class exchange 
bank now that she is free. The need for such an institution has 
been rendered all the more urgent because of the programmes of 
economic development now in hand. 


WHAT WE GATHER FROM THIS CHAPTER 

Definition of Banks. It is nn institution which receives deposits from the 
public and makes advances to businessmen. A bank creates ‘credit’ and earns 
commission in the process. 

Evolution of Banks. Tho term bank originated from the Italian ‘banco’ 
or ‘bench’ on which money-chungers or goldsmiths sat and changed coins for 
peoplo. Peoplo trusted them with money to bo kept safe and to be withdrawn 
at tho time of need. Expeiienco showed these bankers that largo sums of 
money almost always remained with them. “Well,” someone must have 
argued, “why not lend it on intorost ?” By and by they began to issue receipts 
for deposits, which could be used in place of money. 
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Advantages of Banks : 

(1) They help industrialists. 

(2) They give financial aid to traders. 

(3) They mobilise savings of individuals and help in capital formation. 

(4) Thsy grant remittance facilities. 

(5) They help in the movement of crops. 

(6) They facilitate travelling. 

(7) They arrange for sate custody. 

(8) They perform agency functions on behalf of their customers. 

Banks are classified as : 

(1) Commercial banks which finance trade and grunt short-term credit 

(2) Exchange banks which finance foreign trade. 

(3) Industrial banks which provide long-term credit to industries. 

(4) Co-operative banks which provide credit to poorer people and agricul 
turists. 

(6) Savings banks which help people with small incomes to save. 


(6) Central bank. ,, 

Functions of Banks. “A bank is an institution which deals in money . 
It performs these functions : 

(i, It necefiti deposits —current, fixed or savings accounts according to the 
notice necessary to withdraw them. , > 

(ii) It advances loans through granting over-drafts, or by ‘creating deposits , 
i e cash credit system. 

( M i) It discounts bills. A bank accepts hills of exchange and pays their 
current valuo minus discount. It keeps them till maturity and saves 

the difference as its profit. 

(ii>) U performs some other minor Junctions, e.g it acta as an agent lor its 

' clients, serves us a trustee, executes wills and provides safe deposit 
vaults. 

Balance Sheet. Every bank publishes weekly statements of us tmuiMul 
position. There are two columns in the balance sheet_‘l.abil.ties and «ussets 
iiut the real position cun be concealed through •• window-dressing . "hull 
means getting cash temporarily for show. 

Bank Reserves and Profit. To perform its functions satisfactorily u 
bank must keep reserves in the form of (a) cash in .ts till (b) cash reserve with 
the central bank, and (c) liquid investments which can ho chunged into ca h 
when needed At the same time, it must earn profit and for that purpose »nxc,t 
its fund... It must, therefore, strike u moan between liquidity aud protiUb.l.t \. 

Central Bank. To safeguard tho monetary interests of a country, there 
must bo a central bank. . . 

Functions of Central Bank. (1) It has the monopoly of note-issue. It 
has, further, to keep the value of currency stable. -For this. ,l . ,0 J' l " £ r ‘’*j n 
has to be kept by the Central Bank. (2) It acts as the bankers bunk and s 
the lender in the last resort. (3) It is banker to the Government , (i) 1 ■ u 

the guardian of money market. It acts in this capacity by (a, changing tin 
bunk rate ie lowering it if moro credit is desired to ho issued and rite lei 'a. 
(6) by ‘open market operations, i.e. by buying or selling bills 
in the open market, and (c) by changing the reserve ratios of commercial banks. 

The Central Bunk doos not function for the sake of profit. It does not 
compete with other banks. 

The Reserve Bank of India. It in the Central Bunk oi liulut. was .wtnb. 
Jished in 1935 and nationalised in 1949. It performs nil the functions of a entr.il 
Bunk. It has proved a very successful Central Bank. 

Exchange Banks. They liuuriO) international trade. India bus u« 4 1 '• 
ibank of her own. 
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CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1 “It is the function of the banking system to keep the wheels of PfioducHon 
running.” Elucidate the above statement and indicate the economic benefits, that * 
country derives from a sound banking organisation. {CM. 195J) 

fSeeSec 3. Banking system mobilises the idle funds of the- 
country, and in its turn oils the wheels of productive machinery-! 

2. Bow do lank, help lead, and indu,try t Dow « need 

banks to finance agriculture, trade and industry t Why f f Ajmer 

banks to Jin g # end 4 Thefl0 are the day8 of specialisation 

and hence different kinds of banks.] 

3 What is a bank ? Enumerate the various types of b ™ k *“ n ?of 
typjif woluZy special™ in. [Seo See. 4.) W- * A. ,953 ; P.O. 1953 ) 

Or 

What are banks ? Classify them according to their functions and ex P l “ l ' x 
the functions of commercial banks. [See Secs. 1, 4 and 5.] • ( om “V ^ 

4. How does the banking system of a country help Us economic development . 

rCapital grows through saving. Capital i-i very essential for 
economic progress. Credit further facilitates industrial develop¬ 
ment and Commerce. Banks help in the formation of capital and 

supply credit.] . 

6. What are the services performed by a bank T Is the village Mahajan m 

° 'Csecs'a a^dIT 6 ^ 

[No, the village Mahajan is not a banker in the true sense of the word.] 

6. ’ TFAat is a bank f Describe the Junctions of a modern bank. Discuss • 

«Rank ia a factory of credit* 9 „ 

<C U 1947-CM. B.Com. 1939 ; All. 1937 ; Delhi 1940 ; U.P. Board 1956) 
[See Section 1 and Section 5 ( b) (it). The power of a bank to 
create credit is limited. It is checked by the need for reserves and 
by the policy of the central bank.] 

7. Name three or four important commercial banks of India_ Describe their 

main functions. [See Secs. 4 (a) and 5.] (Delhi H.S. I960) 

8 Indicate carefully the functions of a commercial bank. Why u it said 
that the Junction of a banker is that of a middle-man 1 (Delhi 1955) 

Or 

What are the important functions of commercial banks ? Do you agree 
with the view lot “banks arc factories of credit"/ [Seo Sec. 5] (J. d K. 1956) 

Or 

Explain how bonk creates credit. 

«) Draw uo a hypothetical balance sheet of a commercial bank and explain 
the items on each side. [See Sec. 0.] (C.U.B. Com. 1946) 

10. Draw up the balance sheet of any commercial bank working in your 
State. ’ Explain clearly the iteint entered in the two columns of the balance sheet. 

[See Sec. 6.] (P.U. 1953) 

ir/iut is a bank f Describe the various forms of money that banks usually 

(P.U. 1943) 

[Seo Secs. 1 and 5 (b) (it). Strictly, it is not cuiror.cy money 
that bunks (excepting the Central Bank) create but credit money ] 
How does a bunk make its profils ? What is meant by a “run upon a 
In o hat cases i> ay a run uj on a bank cause its failure ? [P.U. 1935) 

13. If you hare to make payment to a distant place in India uhat form of 
remittance would you chcose, ai.d why ? (P.U. 1942) 

[It can be done through a money order (telegraphic or ordi¬ 
nary), a postal order, a cheque, or a bauk draft. A bank draft ie 
the cheapest, the safest and the most convenient method if the 
locality has a bank, otherwise a money order is more convenient.] 


11 . 

create. 


12 . 
bank ” ? 
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1 1 What limits if am,. are there on a bank's power of creating credit ? 

K v Ti (C.U.B.Com. ,940 1 AU 1940 ; Agra 1928) 

is What is a Central Bank f Describeto Junction.. 1 , the Reserve Bank 
,J India performing theseJune,io recess,My . p.p. J#J;) 

16. Who, is a Ce,Ural Bank , Who, are its, unc,ton. ! How do" U dtj,er 

from a commercial bank ? l bee bet# p n t gr Q gunnl \ 

17. Discuss the functions of a Central Dank. W- l959*u PP l.) 

I See Sec. 8.1 . ,.. p 

18 In what wag, doe, the Central Bank 0 , a country control creitt / _ 

* ■ 

[See section 5, section 4 (/) and section ».J 
Mi Give a brie, account 0, the Reserve Bank o, Ini,a and analyse 

Junctxo Br .^ ducriie v „J„„ c ,Un, oj an Exchange Bank. C ®”^ s ^'£ c [“ioj 

bm Z Clearing House. ™ 

tw Every bank -ceive, every day cbe q ue 3 

=^==£r*sx.‘=: »« 
&SS&s«9^«x»» 

_>'4. H'rfte note* on , . . . ». ra ,,\ 

la) ' Fiducitry', (b) ‘open market operations . and (e) 

llfl ) Ch. XIX Sec. 10. Ch. XXII Sec. 8(1) (.) and (..)•! 



CHAPTER XXIII 

INTERNATIONAL TRADE 


“Goods for Goods" 

x What is International Trade ? Go to a general store 
near your house and if you put your question politely enough you 
will learn that many of the goods in stock were not made in India. 
Thev have come from all over the world. Tooth-pastes, brushes, 
wool, cups and plates, tinned butter, jam and what not, are almost 
all foreign. Thev have come all the way from U.K., U.S.A., 
Australia, Japan/and elsewhere. Practically the whole world has 
contributed its share to fulfil vour needs. In return for these goods, 
India gives manv goods such as oil-seeds, jute goods, manganese and 
tea, which she produces. This exchange of goods between citizens of 
different nations is called International Trade. 

2 . International Trade Then and Now. This kind of trade 
across national frontiers has grown in size with improved means of 
transport. Steamships and railways have thus been largely responsible 
for this increase in the volume of trade. The aeroplane is also helping 
in the good work. 

With the introduction of mechanical transport, the world has 
become a small place. Goods are constantly transported from country 
to country. Freights are cheap. It does not take much time and 
monev to send them from one end of the world to another. 

Not only has trade increased in volume, but it has also changed 
in character. In the past trade was an adventure. The very names 
of goods traded in old times go to the head like wine, ivory, myrrh, 
silk and pearls. What do you say ? Don’t your senses reel ? Doesn’t 
your mouth water ? These and such like goods formed the stock 
in trade in old times. To-day, on the other hand, wo import and 
export pots and pans, bran, kerosene, rice, pig iron, and such other 
uninteresting things. Instead of exporting diamonds we might 
export coal and cement. Trade in cheap goods of this type has been 
made possible only through a fall in freight rates. The development 
of banking and credit has provided facilities for trade across the 
frontiers. As a result one can say positively that no country in the 
world, however huge and populous she may be, is self-sufficient— 
not even U.S.A. or China, blessul as they are with vast natural 
resources. Xone of them can stand alone without imports from other 
countries. Of India, too. the same is true. She too is not self- 
suflieient. Her prosperity and, one may say. even her very existence 
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have been possible because of the food and machinery she is able to 

imP ° r l’ Need for International Trade. When the earth was 

3' nature did not distribute her resources uniformly. Some 

crea ‘ e i the earth were blessed with some kinds of wea th and others 

P ar 8 ° . . • i Thus IT S.A. has plenty of coal, iron and oil 

j‘ l ! nreat agrLVtnrfl and animal wealth. Norway and 

Australia has great dro . electric resources. England has iron. 

bweden have forests an are no suc h areas as 

India has » n, J h ™ an = As a result almost all communities depend 

have absolutely nothng ff mineral, raw materials or 

return for which they g ■> and mangan ese to 

«* Chemicals, rice, medicines 

a " d °Similarly aMpeopledo not possessamj caamd - he 

and Germans are c ever f engineers. ^ shiptmild . r . 
The Frenchman is an artist, f i. from these differences 

International specializatmn ZZ difference. 

in industrial bH ckward countries like India are forging ahead 

tend to dimmish and b sa me no nation has enough facilities 

and learning a // the otls required by it today. 

T n ,ms C e 00 ar°e tte ?eason1 why international trade has come „„o 

""'T^ifflrencesbetween Internationa! Trade and Interna! 

Trade. Trade means e«^Se w «f e ^“ , “ii e ^' l ^,J I s lf ] 1 , r ^ C mmlV‘in the 
it make to the thpory countr ics ? Why is a separate theory of 

same country or ni ^ , w’ell, domestic and foreign trade are 

international trade neede exchange of goods between 

r p e erlr They aim both at achieving increased production through 

diViSi There^“however, a number of things which make a difference 

b “T> s& 

transport.” Much a foreign Ifrontier ^ 

K at'home to 

“higher Si'S" ^ra^IndiarhIhr^ii^tanceloinmla hi^disfunt 

land'* beyond The“bllck jwater’ whose laws ^"^‘himTu’ would 
language is strange and whose customs look qu evcn if ho j 8 

II is e w h oir k n°o;: g tha: often people are barred 
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from settling in another’ country by restrictions in the form of 
immigration laws. Hence differences in the cost of production cannot 
be removed by moving men and money. The result is the movement 
of goods. On the contrary, between regions within the some political 
boundaries, people distribute themselves more or less according to 
opportunities. Real wages and standard of living tend to seek a 
common level even though they are not wholly uniform. In India, 
which is a vast country, you tind, for instance, the Bengali, working 
in the Punjab, while the Punjabi is found almost everywhere, in 
Bombay, in Calcutta and even in distant Madras. As between 
nations, however, these differences continue to persist for wages and 
check population movements. Capital also does not move freely 
from one country to another. Capital is shy. 

(u) Secondly, each country has a different currency. India, 
for instance, has the rupee, U.S.A. the dollar, Germany the mark, 
Italy the lira, Spain the peso, Japan the yen, and so on. So buying 
and selling between nations give rise to complications absent in 
internal trade. Devaluation of the pound and the rupee in 1949 
further complicated matters. 

(iii) Trade between different countries is not free. Very often 
there ore restrictions imposed b\' customs duties, exchange restric¬ 
tions, fixed quotas or other tariff barriers. For, example, our own 
country has imposed heavy duties on the import of motor cars, wines 
and liquors and other luxury goods. 

(tv) Knowledge of other countries cannot be as exact and full 
as of one's own country. Differences in culture, language and 
religion stand in the way of free communication between different 
countries. On the other hand, within the borders of a country, 
labour and capital freely move about. These factors, too, make 
internal trade different from international trade. 

(v) Then costs of transport and insurance also check free inter¬ 
national trade. Tko greater the distance between the two countries, 
the treater are these costs. Wars increase them still more. 

Interdependence of External and Internal Trade. In spite of 
these differences, however, international and internal trade are 
interdependent. For example, restrictions imposed on imports of 
goods from some foreign countries would throw out of work people 
in those lands. Being out of work their capacity to buy domestio 
goods, too, is decreased. They are compelled to seek new occu¬ 
pations. Thus the domestic trade of a nation cannot continue to 
flow in its accustomed channels if foreign trade should cease. The 
extent of dependence varies with different countries. 

Prosperity and standards of living in the U K. and Japan, for 
instance, almost wholly rest on foreign trade. This is not 60 muoh 
the case with U.S.S.R. and U.S.A. India is more akin to the latter 
class as she has plenty of natural resources which will enable her to 
stand on her legs ultimately. 

5. Basis of International Trade. Differences in costs of 
production in two countries make exchange of goods profitable. 
Exchange will not be beneficial if goods are produced at the same 
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of the following three types . 

Ahsolute Differences in Costs. Suppose a country has 

tb V X “ P s t t°bav f them‘from“india' &E 

r b sl r “ t^es'ar: ^a.ly the result of differences in climate 
or other natural gifts. 

Hi) Equal Differences in Costs. The d,Terences in on. 
will bi called equal, when a unit of product.™ power produces 
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production of sugar. Country B is at a disadvantage in both com¬ 
modities but the ‘comparative disadvantage’ is less m case ot tootn- 
brushes. Hence A will specialize in sugar and B in tooth-brushes 
This is the law oj comparative costs. 


When it is applied to international trade, the theory states that 
a country tends to specialize in the production of those articles in 
which it enjoys greater comparative advantage. What is important is 
not the cost of a commodity in A and its ccst in B but the ratio between 
the costs of the two commodities in the two countries “The difference - 
in the comparative cost of producing the commodities exchanged is 
essential to, and sufficient for, the existence of international trade. 
(Cairnes). in the above case, the ratio of costs is different ; being 
1 md. of sugar : *20 tooth-brushes in A, and 1 : 30 in B. Here both 
countries stand to gain from trade. 


It is strange indeed to find a country importing a commodity 
from another even when she can herself produce it at a lower cost . 
For instance we find in actual life that though England can produce 
both dairy products and machinery cheaper than Denmark, yet she 
imports dairy products from Denmark and exports machinery. How 
is this paradox explained ? Well, like this : 

A professor can probably black his own shoes better than his- 
servant and can, of course, lecture far better But his time is more 
profitably used with bis books than with brush and polish. A doctor 
mov be a better dispenser than his assistant but it pays him to 

examine patients and leave dispensing to his compounder In the 

same way, England imports cheese because she gams more by making 
machinery. So it is not very strange after all ! 


Obviously every nation uses its resources in such channels as 
will yield the best results. This i3 the real basis of all international 
trade. The theory has been, however, criticized. It is argued that 
a nation may sometimes not be aware of the advantage it possesses, 
and therefore, may not specialize in industries for which it possesses 
the greatest resources. But this can be only in the short period. In 
the long period, every nation will tend to divert its resources into 
channels where it expects to gain maximum returns and will try to 
secure all the profits it can from foreign trade. • 

All the same, in the world today it is seen that many countries 
are trying to attain self-sufficiency and to develop industries in which 
they have not got a comparative advantage over others. They feel it 
essential to develop key industries even if they have to make some 
sacrifice to do it. Protection is adopted and other kinds of restric¬ 
tions on trade are used. These nations are keen on developing their 
key industries out of fear of war. Thus the cost of production is 
ignored in anticipation of an emergency. 


7 . Gain from International Trade. In the example in the 
above- section, in countries A and B, production with equal units of 
labour and capital would be : 

A—20 tooth-brushes and 1 rad. of sugar. 


B—15 tooth-brushes and \ md. of sugar. 
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Total production in A and B=3!> tooth-brushes and H^s. 

But if they specialize, A will use both units of productive power 
for sugar and B for tooth-brushes. 

A will thus produce with 2 units of produeti^power-^ ^ 

B will produce with 2 units of productive power- 

Comparing the two positions, we find that -ith specialization 

there is a gain of i md. of sugar and a loss " f 5 “‘ h b ™ he ; on ' i < 
whole. Referring back to our equation we see that , md. of sug 
is equal to in tooth-brushes in country A and1Wtoothdbrushe m 
B. Deducting the loss of 5 tooth brushes from this proht. 

net gain of 5 to 10 tooth-brushes. 

„ ... . jictrihiited This net gain will bo normally 

trfis £i ...>•»» - 

of the two commodities will be somewhere between . 

1 md. of sugar=20 tooth-brushes, and 
l md.ofsugar=30;tooth.brushea. 

We arc sure of this because A will not accept to. thankO 
brushes for a md. of sugar and B will not o er j™ r ’ | r ^ tiv(1( , n thcfe tw0 
brushes for it. under any circu f decided by the relative 

limits, the exact rate ° f ^ ismore anxious 

bargaining potw of A and R The < ^ ^ jn n „. oakt , r bargaining 
to secure the goods of the ' • r- orn jnternationnl 

" I .,!;:,......... .. -- 1 

of sugar to 21 to 20 tooth-brushes. . 

.bare^/r 

and whose exports have an inelastic demand. f 

ioternatio^^mle re^t^n|nter^|onard^^mTof labo'ur^^T^mre^ja 

rtal’producTion 1 "andothcr advantages which are as follows 

advantur- Every country «> nc ™ iH ecollomv „f effort and a 
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11. Disadvantages of International Trade to India. It is 

obvious that India suffered as a result of free international trade 
policy in the past Her cottage industries were ruined in competition 
with England. The British Empire was established in India as a 
direct consequence of the advent of the English as traders. 
For a century or more, India was compelled to sell raw materials 
to England in exchange for manufactured goods. As a result, 
the standard of living in India was on a much lower level as 
compared with that in Britain. No doubt international trade can be 
vory useful but it can also do much harm, when one of the countries 
is politically under the other and is not as industrially advanced. 
But international trade has come to stay. It cannot now bo 
abolished ; it9 evils should be minimised. 

12. Obstructions in the way of International Trade. In 

spite of the great benefit of international trade, but in view of some 
admitted disadvantages, various nations have at one time or other 
* had to give up the ideal of a wholly free trade. They had to adopt 
measures to restrict imports and exports. There are economically 
backward countries like India with potential resources. Owing to 
political circumstances, they have had to export raw materials for 
centuries and to import finished goods in exohange. Standards of 
living in such countries have always been low. This resulted 
in political unrest and discontent. Such reasons led such countries to 
impose restrictions upon trade with other nations. There are some 
other countries like Germany which put the ideal of national self- 
sufficiency before them. They argued that imports were bad, exports 
good. Imports make a country poor, exports make her rich. Such 
ideals have long gripped the minds of people. To secure this self- 
sufficiency, various devices were put into operation by different 
nations. They are as follows : 

(а) Clearing Agreements are barter arrangements between two 
countries by which commodities are exhauged but no money is 
paid. For example, Pakistan might give India a million tons of 
wheat in return for some coal, textiles and cement. 

(б) Quotas. Quota regulations fix definite quantities of imports 
of various commodities from other countries. Sometimes these regu¬ 
lations are made more strict by prescribing conditions for licences to 
be secured before goods can be imported. At one time, according to 
Indo-Japanese agreement, quota of cloth to be imported by India 
was fixed. No more than this quota could be imported. 

(c) Import Boards are appointed to regulate imports and to 
secure the home market against undue competition from abroad. 

(d) Exchange Control Departments are established to control 
dealings in foreign exchange of some or all countries. 

(e) A Protective Tariff The above and other such devices are 
used to secure national sulliciency and to reserve the home market 
for home-made goods. But the most common device for the protec¬ 
tion of home industry is the imposition of duties on cheap imports 
from abroad. If duties are levied for revenue duties only, it is 
called a revenue tariff. We discuss protection in detail below.’ 
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iq Arguments in Favour of Protection. Protection aims 
at helpin' home industries against foreign competition, lh.s is done 
either P thr">ugh duties on imported goods, or bounties to <joinestic 
producers. An import duty makes the foreign articles sell at higher 
prices and so help the home manufactures. This method is u»ed 

with the following objectives : — 

(\) To help infant industries. An infant has to be protected till 
it grow* to manhood. 'Nurse the baby, feed the infant and free 
fhf adult' is a well-known maxim. Protective duties are crutches 
to teach new manufacturers to walk*. The advantage thus game I 
is often greater than the cost paid by consumers m the shape of 
higher prices. India decided to protect some important industries 

on the recommendation of Fiscal Commission of U-1-— 

(2) To keep 'money at home'. When we purchase swadesln goods, 
we are keeping purchasing power in our own country. It is possible 
That we are pfying more for these goods than we may have to p ly. 
for foreign goods of the same quality, it allowed to come m tret \. 
But tve do not mind paying more and feel a glow of pr.de when 

making a little sacrifice. 

, 3 , To net an inflow of jold. When you send goods to others 

an,l close your doors to others' goods, you may have to he paid ... 
“, d d V This Will be possible, however, only when your goods have 
an inelastic demand and the others either cannot or do not retaliate. 

( 4) To develop ‘key industries'. Key industries are keys to 
further ndusriul expansion. They prov.de machines and materials 
,Tether industries They have a strong case for protection if the) 

need help. Chemical and metallurgical industries are of this type 
They serve as a base for national economy. They are essential h.r 
ti e defence of the country in war and its prosperity peace 11. 
was a very strong argument to persuade the Government ot India to 

protect India’s heavy chemical industry. 

(51 To attain seif-sufficiency. When the government wauls to 
make the country independent of foreign supplies protect.on is 
necessary This is sometimes considered necessary tor reasons of 
defence Adam Smith said, "Defence is better than opulence 
Complete self-sufficiency, however, is impossible and even a partial 
one is costly. Therefore self-sufficiency should be sought foi only 

in essential industries. 

(<>) To secure diversification of occupations The greater t he 
number of openings for the people of a country, the better it w or 
their material progress. Too much reliance on any single industry 
is risky To keep all one’s eggs in one basket is not a wise policy. 
Therefore, it may P be necessary to encourage some mduslnes with 

the artificial aid of protection. 

(7) To prevent dumping of foreign goods. When a foreign country 
plans to crush home industry by selling goods at a price even below 


1 Fiscal Commission Report (India), 1922. 

2. The U.S. A. amassed the bulk of the world’s gold i» this way aPtrr the 
war of*1914-18. She still has 00% of it. 
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the cost of production, it is a case of dumping. Such a supply of 
cheap goods might be welcome if it were permanent; but it is usually 
temporary. It is done to kill competition and then to make up all. 
losses by charging higher prices. Anti-dump.ng duties are, therefore, 
justified to save the home industry. 

(8) To create employment. Protection helps to develop industries- 
and creates more employment. There is no doubt that the develop¬ 
ment of sugar aDd other Indian industries under protection provided 

a large volume of employment. 

ia Arguments Against Protection. Protection, however, 
when once given, cannot be easily withdrawn. ‘Iniants’ retuse to 
admit that they are grown up. They start kicking when iti 1 
attempted to take away protection. It creates strong vested interests. 
The industries concerned think more of keeping the protection than, 
of improving their efficiency. They try all sorts of methods, including 
-bribes and threats to persuade the government to a low them to keep- 
on enjoying protection, even though it may have become a heavy 

burden on the consumers. 

Protection is bad from another angle too. It invities retaliation, 
from abroad and creates enemies. Besides, it sacrifices the advan¬ 
tages to be gained from international division ot labour and thereby 
makes the world poorer. Further, consumers and unprotected 
industries suffer. The protected ones do not try to improve 

themselves. They become slack. Protection serves as an opiate 

and sends them to sleep. In view of these drawbacks, protection 
should be given only to those industries which cannot do without it 
or those which are expected to prosper quickly with its help, it 
should also be given in moderate doses, and for a temporary period 

only. 

i= Discriminating Protection. Discriminating protection 
means that all industries should not be protected. A proper selection 
should be made and only those industries be protected whmh have 
potential resources and are needed for the prosperity ot the country. 
Growing grapes in sandy llissar (Punjab) would be very costly and 
^ should not be attempted by means of protection. The cost would 


be too heavy. 

This kind of selective protection has been styled 'Discrimi¬ 
nating Protection’ in India. It was granted to a number ot 
industries in India after 1922. These industries had to satisfy three 
main conditions (known as the triple formula) before they were 
considered eligible for help. These conditions were : 

(1) The industry must possess natural advantages and a large 
home market. In other words, it should have an abundant supply 
of raw materials available in the country. Large supplies of skilled 
labour should also be available inside the country. 

(2) The industry must be one which was not likely to develop 
without protection, or develop as rapidly as desired. 

(;j) Ultimately the industry should bo able to face world 
competition, and stand on its own legs. 
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There were some other subsidiary conditions too. Indian 
opinion was very critical of all these conditions. It was rightly 
considered that hard and fast rules should not be laid down regard¬ 
ing the granting of protection to an industry. These conditions 
were too rigid and few industries in the world could satisfy such 
rigorous tests. The ‘triple formula’ was not only very harsh, but it 
was also incompatible. If an industry had natural advantages (first 
condition), it will be able to grow without protection and will thus 
not fulfil the second condition. 

However, it cannot be denied that this policy, halting though 
it was, enabled India to develop some industries and save others. 
Steel, cotton, sugar and paper industries owe their development to 
this policy. 

After the Partition in 1947, the policy of discriminating protec¬ 
tion was discarded in favour of a policy of liberal and developmental 
protection. This policy was laid down by the Fiscal Commission of 
1949-50. According to this Commission, protection should be 
granted to reduce unemployment in the country, to utilise natural 
resources, to raise standards, to improve agriculture, and to develop 
cottage as well as large-scale industries. The lack of raw materials 
for an industry should not stand in the way of help being given to 
it, provided the industry was sufficiently important and possessed 
other economic advantages 6uch as an internal market, labour 
supply, etc. Any industry which needs development, in national 
interest, should receive protection. 

Thus the concept of protection has wholly changed in India 
and a national policy is being pursued in this connection. 

WHAT WE GATHER FROM THIS CHAPTER 

What Is International Trade ? Exchange of goods between citizens of 
different nations is called International Trade. 

Its Character. Mechanization of transport has increased it in volume 
and changed its character. No country is self-sufficient. Cheap things are 
exchanged today. 

Its Need. All countries are not equally blessed with resources. They buy 
what they lack and sell what they can epure. All people are not equally good 
technicians They have to learn from one another. 

Differences between External Trade and Internal Trade : 

(,) Labour and capital are not so mobile between different countries as 
within the sumo country. This is due to sentiments and legal 
restrictions. 

(it) Each country has a different currency system. 

(Hi) Laws and government policy are everywhere different. 

(iv) Knowledge of other countries cannot bo us perfect as one’s own. 

(t>) Transport and insurance costs make a great difference. 

Interdependence of External and Internal Trade. People are thrown 
out of work on account of restrictions on foreign trade, domestic production 
suffers and intornul trado decreases. 

Basis of International Trade. International trado takes place if the cost 
of production of goods exchanged differs in tho two countries. The differences 
in cost in ay bo of three kinds 

(t) Abiol'ite difference, when an article cannot bo produced anywhere else 
or only at a prohibitive cost. 

(it) Equal difference, when a country is as well-placed in the production 
of two articles as another country. 
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(iii) Comparative difference,“of'£Sl auTonly a 

This ia the tea, baei,, of ,n,et- 

The ,a:"a a t d aUve 

** ^ “ St “ ter “ dV ‘"“ ee “ 

„akmg of another article. The theory of comparative coata states 

Theory of Comparative Cost. ^ duct ] on of those articles in which it 

t hat a country tends to epeciahse in th P d c0mpar ative disadvantage, 
enjoys a greater comparative advantage or k» P ^ a d , fference in CO m- 

parativ 8 *^oata,™h^e e ^ 1 ^t ll et^ain^tom^trat^ in Ur’ 6 trading 

rrr^hi is h rrM <* *« 

demands for each other s goods. 

Advantages of International Trade : 

(1) Beat uae of the world’, resources la made them9e lve. 

(2) Couatriea can get for roaai.mpt.on art.cles wh.cn . 

(3) Arnktivel^gmater stability in pricea ia bronght about. 

S rSX^^^onnt^candev.op .hemaeivea by 
importing equipment and raw materia .. 

<01 Mutual aympatl.iea and common i—are created. ^ ^ ^ _ 

Advantages to India from I “ t "" a * l ° d “* h J sel f. she imports machinery. 

vast country. India cannot supply ah h a exporting jute goods, tea. 

foodgrains and raw cotton, and pays for them b> expo b 

manganese, skins and hides and oil-seeds. 

D T, — 5 .Lt on borne induatriea which are mined by competition. 

2 Trade la sometime, followed by political subject,on. 

(3) Ovor-dopendence on foreign supplies is dnngeroue. 

(4) Too much specialization in any one industry w a. 
countries apociaiiring in p 

m « »' “ 'rr rirrcttbebtriniry. 

(8) Economic troubles of other coun r 

w PoliticRl rivnlry pr0W !; nl Trade to India. Free trade in the past 
Disadvantages of 1 nt *'P* tlo JJ ro petition with England compelled India 
ruined India s cottage induetr manufactured goods. 

to export raw materials and to * m P Trade> Every country attempts to 

Obstructions in the vnyofF ^ ^ avoid it3 b 0 d etfects. Hence 

gain the benetits of ,Dt « r ”J t ‘° .. r , lis i9 called ‘protection’ as against ‘free 
certain restrictions are pjacea on . devices like clearing agreements, 

trade’ or unchecked foreign trad • protective duties are used for 

T°Tr onS prnSonTtW moat important. 

th.B purpose. 0 , P ,, orao indllB ,. ri ea through tores on imported 

gooda P o°r through JouutK The following nrgument, are g.ven to uphold 
protection : — 

(1) Helps infant industries. 

(2) Keeps money at home. 

(3) Secures an inflow of gold. 

(4) Develops key industries. 

(5) Gives national 8 ?lf-aufticienoy. 
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(G) Diversifies occupations. 

(7) Helps to face dumpiug of foreigu goods. 

(b) Creates employment. 

Arguments Against Protection. Protection when once given, however, 
results in the creation of vested interests, and cannot be withdrawn easily. It 
invites retaliation. Pri<*09 rise, consumers suffer, manufacturers become lazy. It 
leads to corruption and bribery. 

Discriminating Protection. This type of protection was recommended 
by a Fiscal Commission in 1922. According to this policy only selected industries 
should be protected. An expert body, called Tariff Board, should be appointed 
to select such industries. They should have natural advantages, should not be 
able to grow without protection and should ultimately be able to stand on their 
own legs. Those conditions were too rigid. The policy did not prove satisfactory 
in bringing about rapid industrial development in India. This policy was 
changed in 1950 according to the recommendation of a new Fiscal Commission. 
The new policy was more positive, liberal and helpful. 


CAN YOU ANSWER THESE QUESTIONS ? 


1. How does international trade differ from internal trade ? 


(See Sec. 4.) 


(P.U. 1959 Suppl). 


Or 


In what res/>ects does trade between Calcutta and Bombay differ from trade 
between Calcutta and llangoon / 

2. What is the necessity of a separate theory of international trade f 
Distinguish home trade from foreign trade. [See Sec. 4.J (C.CJ. B.Com. 1933) 

3. Discuss fully the law of compartafine costs as applied to foreign trade. 

(J. A'. 1955 ; C.U. 1946 ; All. 1949 ; Xag. 1944 ; Delhi 1940 ; Mad. 

(1940 ; P.U. 1956 Suppl.) 


Or 


Study the law of comparative costs. Can international trade take place outride 
this law 7 (See Sec. 0.] [P.U. 1955) 

4. Why *houl/l a country import from another country an article that she can 
produce at a lesser cost ? (See Sec. G.) 

6. Discuss the basis of international trade . (C.U. 1943 ;C.U. B.Com . 1944) 
Examine the theory of international value. 

(C.U. 1946 ; Agra 1934 ; All. 1931 ; Dacca 1934 ; Delhi 1947 ; 

[See Secs. 5 and 6.] Xag. 1949 , 35 ; Mad . 1938 : Punjab 1954) 

G. How is the gain from international tra/le shared ? Say also how the 
'exchange rate oj commodities is settled . (See Sec, 7.] 

7. Give advantages and disadvantages of international trade. 

P.U. 1959 Suppl.) 


Or 


Examine fully the advantages of international trade . Give some illustrations. 
(See Sec. 8.] (Patna 1954) 

8. Explain the phrase t4 International Division of Labour .” What are its 
*advantages ? (See Sec. 8.) (J. <0 K . 1957) 

9# Explain the possible bad effects of international trade to a country. Has 
India suffered any f On what grounds would it be desirable to impose restrictions 
on live freedom of international trade / (C.U. 1942 ; Dacca 1944 ; Mad. 1937) 

[See Secs. 10 and ll.J 


10, Describe briefly what India gains from foreign trade f and what are the 

possible losses which she suffered from it in the past ? [See Secs. 9 and l I.J 

11. Wlkat is tike basis of international trade f What do you expect — a dednte 

or a rise in our international trade after our country becomes economically 
developed through a series of suceesf Five-Year Pi ms / Give reasons fur your 
answer. What are the benefits of international trade ! (P.U. I960) 

(See Secs. 6, 8 and 10.] 
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. ji “ - Ttsurzis, * as » “-5 * 

[See Secs. 13 and 14.] 

, 13. Explain : ^ ~ , 

1 Dumping. 2. iTey Industries. 3. Trade Cycles. 

n <*<•« Spo 13 (71 2. Sec. 13 (4). 3. Trade cycles are booms in 

trade followed regularly by trade depressions, high PJ ic ^ P u ^ e 
by low prices, Optimism and pessimism racing each other in a 

14 I,™:;:, ] STOuni. it moy l>‘ oonoider'i d'ti'obU to impost 

[See Sec. 12.] # , . • .» » i»:« 

15. One o/ 1 he advantages claimed for a system of protective duties 
keeps more money in circulation at home. Discuss. (C.U. B.L om. r 

[See Sec. 13 (2).] 

1G. Examine the relative advantages of Free Trade and ProUctwn tn an 
economically backward country. [See Secs. 13 and 14.] ^ f • ^ 0) 

17. State the aims of a policy of protection. What are Us draubac .* 

[See Secs. 13 and 14.] (P.u.id) 

18. Distinguish between (a) Balance of Trade and Balance of *4ccom.^ ^ 

(b) Protective Tariff and Revenue Tariff. (U.P. 1942, 44) 

[(a) Balance of trade includes only goods exported and goods 
imported, while balance of account includes services like shipping- 
insurance and banking besides goods. 
lb) By protective tariff we mean custom duties imposed for the 
purpose of giving protection to home industries, while in the case- 
of revenue Tariff duties are levied purely for the sake of revenue.]; 



CHAPTER XXIV 

foreign exchange 

“Changing one currency into another. 

What is Foreign Exchange? In our own town, we 

usually pay for our purchases in coins or notes. bon J^ ir J ie ^; k 
deal is a bit large, we pay through a cheque on come local bank. Jf 
we have to pav money in a distant place like Bombs y , . 

post-office for sending money order or issue a c he? 
or send a bank draft. But if we have to make payment, sa> in 
York the matter becomes complicated. The American wi no aC( *T 
our rupees And we have no dollars and cents to pay » 

shall h'ave to call ortour banker to etanp^our rupees .mo doles 

brother ™:renr)and iiee ecrsa, is called Fo^n^. 

^ for 

foreign Foreign Payme ats. Let us suppose that an 

importer of motor-cars iu India has 

sr o"- 

time btll T IfTtfs the tr^rjl pya'blc on 'demand ; and tf the 

country In this way, a bill helps in the settle,nent of debts. 

(M Through banker', draft. A bunk draft helps in moving funds 

SSKHSSS^SSffifci 

cashed in pounds, and books sent to India. 

, r v Through cable or telegraphic tr wafer. They are like tok- 
graphic mon^Torders. This LfhodI is used for an urgent payment 
and a higher commission is charged for it. 

Ti three-bills banker’s draft and cable transfers in favour 
r nrv o against it-appear as demand and supply in exchange 

markets Let us suppose Jj d be bi „ 9 J d draft8 in favour of India 

“er exports to U.S.A. and those against her for her .rnports at any 
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time. If the bills in favour of India exceed in value those drawn* 
8 gainst her, there will be greater demand for rupees than their supply. 
The value of the rupee will rise in terms of the dollar, i.e. the rate of 
exchange will move in favour of India. In opposite circumstances^ 
the value of the rupee will fall. 

There are, however, not two countries but many. Every 
country has a different currency and there is no common medium of 
exchange. Hence only gold or silver can be acceptable to all, but 
actually gold and silver too are like other goods. All goods and' 
services imported, including gold and silver, have to balance against 
those exported over a long period. This balancing is done by bills 
of exchange. It is this feature which distinguishes international trade 
from home trade. All imports, including goods and services, have to 
be met by exports. Hence international trade is rightly said to be a 
form of barter. 

3. Balance of Trade. A comparison of the total imports and 
exports of a country is its balance of trade.. The balance is regarded 
as ‘favourable’ when the value of exported goods exceed that of 
imported goods. It is ‘unfavourable’ or ‘adverse’ when imports out¬ 
value exports. In the Middle Ages, it was thought that a favourable- 
balance was the only way to make a country “rich” as it brought in 
gold and silver from outside. Now, however, this idea has been 
discarded and it is believed that in the long run exports and imporls t 
including services of all kinds, should balance and ‘that exports pay for 
imports'. 

If, however, an unfavourable balance of trade persists for a long 
time and is very large in amount, gold shall have to be exported. 
In that case, steps shall have to be taken to set it right. It 
should, however, be noted that the ‘visible’ unfavourable balance 
of trade may be corrected by the export of‘invisible’ items which do 
not enter into the account books. These are discussed in the next 
section. 

These terms ‘favourable’ and ‘unfavourable’ are only technical 
terms. Thus the ‘favourable’ balance may not really be favourable 
and make the country rich and prosperous. For a long time under 
the British regime, India had a favourable balance ; still India was- 
poor. England always had an unfavourable balance but she has 
always been prosperous. It is not the balance of trade but balance- 
of payments which throws light on the economic condition of a 
country. 

4. Balance of Payments : Visible and Invisible Items. 

The balance of trade includes only the visible items in foreign trade. 
They are material goods exported and imported. Only these are 
entered in the port registers maintained by the customs authorities. 
But there are a large number of other items which fall outside and 
are called ‘invisible’. The balance of payments includes all ‘visible’ 
and ‘invisible’ items. The invisible items are :— 

(a) Services. India uses a good deal of foreign banking, shipping 
and insurance services. She does not have enough of her own ships, 
insurance companies and exchange banks. Hence foreign agencies* 
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like Lloyds Bank provide these services. India has to pay for all 
such services. 

Ih\ Tm,rials' expenses. When Indian students and tourists 
(6) lounats expti we. it is Hke importing these 

purchase goods and services - s that iD9tead of goods 

coming to the consumers, the i'n thTcase rf 

Indfanstudents l°ecZ %°education abroad, India is importing eduea- 
tion as it were and has to pay for it. 

(.) Interest on borrowed capital. ^ 

to be paid for by the borrowing. wit . bdrawn Ultimately 

"***'•» »o - b - k 

aDda S 8 r r< r::r minor items madtHtion. ... 9*Jf> 
donations and money remitted home by fore.gn settlers. 

AH these invisible item., produce exacts' 1 When 

balance of trade as the export ^ haTe a comp | e te list 

l°b‘ch “ be paid for by trading conntr.es. The 

sum-total is called the balarue oj payments. 

India's balance of trade m 'fo“r and 

favourable as it had to oov ba ia nC e of payment was, 

loans borrowed b; • After the war was over, and more so 

therefore, not so : , anc0 of payme nt steadily grow un- 

after the P art J*; loa ’* .. much creater with dollar countries than 

favourable. The defied was much g ea£r aituation . Hence 

with sterling countne. „ f the dollar hy 30-5% in 

U.K. had to devalue her curre y whiIe p ftki8tan did not do so. 

September .949 U n Mia's balance of payments 

AS a r d BU Thus while there was an overall deficit of Rs. 219 crores 

it was onlyRs. 113 crores in 1951-52. 

s“net£ p rs n taiow eq r„i if ho u 

spendmg more th» he .s earning, ometh . He may keep ,t m a 

earning more, he must be gI » an d borrowing ore 

bank or^hoard it or lend ^ , g ^ ge Wlth 

included in his budget, a balance in its favour or 

countries. A country may * ™H.«t.ng » balance long 

against itself in another country But ^ojer^ ^ a . de8 t0 be 

period, its balance o W men ba „krupt. That is why 

lP™lor» X for imports'* or in the long run exports and 

KS: as “ilhirru^s ire too heavy. 
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5. Correcting Disequilibrium in the Balance of ay- 
ments. When the visible and invisible exports of a country are 
less than all her imports over a long period and the difference is lg, 
steps have to be taken to bridge the gap. A number of me 0 s 
are used. They are :— 

(1) Iinports are controlled through licences or import duties or 
import quotas while exports are encouraged through a grant 0 
bounties, or through a reduction in wages and costs of production. 
All these various steps have been adopted in India during the as 
few years. 

(2) Deflation is another method. The total quantity of 
currency (including bank credit) is reduced. This results in a fal o 
prices, which stimulates exports. This is not a healthy method as a 
sudden decrease in currency hits business, trade and industn ar 
and brings about depression and unemployment. 

(3) Exchange control. All the foreign currency earned through 
export of goods is put in a pool and is rationed out to impor rs 
according to the needs of the country. This keeps imports within 
the desired limit of exports. A dollar pool was created for a 
sterling countries during and after the war. All dollars earned were 
put in it and doled out on the basis of the needs of every country. 
In India all foreign exchange earned by Indian exporters is acquire 
by the Reserve Bank and then distributed among licensed importers. 

(4) Lastly there is devaluation. The devalued ourrency falls in 
value against foreign currencies. The foreigners have to pay less in 
terms of the devalued currency. Hence they are induced to impor 
more from such a country. Thus her imports decrease and e j t P 0 *' s 
increase and the balance of payments is corrected. As already 
mentioned, India following U.K. devalued her currency in terms 0 
the dollar in September 1940. Her trade balance had been very 
unfavourable. There used to be a big gap between her exports an 
imports. After the devaluation, however, her balance of trade was 
set right. 

6. Rate of Exchange. The rate at which a unit of one 
count ry exchanges for another is the rate of exchange between them. 
The Indian rupee exchanges for Is. 6d. This is our rate of exchange 
with England. 

Every country has a currency different from others. There is 
no common medium of exchange. It is this feature that distinguishes 
international from domestic trade. When the imports and exports 
of a country are equal, the demand for foreign currency and its 
supply, or conversel)', the supply of home currency and the demand 
for it will be equal The exchange will be at par. If the supply of 
foreign money is greater than the demand, it will fall below par 
and the home money will appreciate. If, on the other hand, the 
home currency is in greater supply there will be keener demand for 
the foreign currency. The hitter will appreciate in value and rise 
above par. 

Lot us see how the rate of exchange is determined under 
different monetary systems: 


FOREIGN exchange 


281 


W Vnier Gold Stamd^ Z 

both on the gold standard th between tvv0 such currencies 

gold at fixed rates. Tne exca * nt r an d will move between the 
will not depart much from th P TbeS6 points are also 

two points of export and ^rnp ^,,8 These point9 are discovered 
called ' Specie Points o cost of transporting gold from the 

by adding or subtract! ^ beyond these points, gold 

mint par. If the rate ■ » 8 The mint par of exchange is 

will either be imp° rt erf or exp ot the two currencies, 

discovered by comparing the real o. g there a re 

( 6 ) A Gold Slrmdurd und u Sdce . England and the other has 
two countries having a «"' d st “„ t be rate of exchange between 
a silver standard say China. determined ? In order to clear 

the English pound and Chmese dollar b English currency 

their dues, the Chinese importers wish to b f > ^ ^ R thc 

which is gold with the Chinese , 0 | d in terms of silver. 

rate in Peking will depend1 o th P „ cb ange will depend on 

In the same manner, in Condon tire 

the price of silver in terms o today is rich enough to 

tc) Paper Currencies. w " 2 s A All countries have 

have free gold stanrlar.l-nut even theU £ £ in suc h cases. 

paper currencies. The f f'ither both the countries have incon- 

is defied *■> 

?ure4 ::r::.nd,of—^^7 

— - — ,8 

"Ltirrat: however 

2 1 ZZZJ'as 

~~ .7 7 :..cut 

between TM* 

Artificially by the Reserve Bank of India. 
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WHAT WE GATHER FROM THIS CHAPTER 

What is Foreign Exchange ? When a person purchases an article pro¬ 
duced by a foreigner, the foreigner has to be paid in hi6 currency which is 
different from the buyer’s. This change of currencies is called foreign exchange* 

How to Pay for Foreign Purchases. The payment may bo made- 
through a bill o) Exchange —(which may be a sight bill or a time bill) or through 
banker's drafts or cable transfers (called T. T’s). These documents drawn in 
favour of and against the traders of a country are the demand and supply 
counters in the foreign exchange market. 

Balance of Trade is a comparison of the total value of imports and ex¬ 
ports. It is ‘ favourable when exports are greater and 4 unfavourable' when they 
are smaller than imports. 

Balance of Payments. There are certain other items also, however, like 
bank insurance and shipping services, expenses of tourists and students abroad 
and interest on borrowed capital which are known as invisible items. These also- 
have to bo paid for. When these are added to the visible items of the balance 
of trade, we get the balance of payments. 

Why should Foreign Trade Balance ? The balance of payments must 
balance over a long period in the same way as an individual's income and 
expenditure must balance. Otherwise, if the balance is unfavourable over 
many years, the country loses its good name and becomes bankrupt. 

How Disequilibrium in Trade can be Corrected: 

(0 By controlling imports and stimulating exports. 

(f<) By reducing prices and wages through deflation or otherwise. 

{Hi) By excharge control. 

(iv) By devaluation. 

How the Exchange Rate is Settled: 

(а) Under Gold Standard. If the two countries have gold coins, the rate of 
exchange will depend upon the proportion of fine metal contained in each of 
them. This is called mint par of exchange. If at any time, the actual rate is 
different from the mint par by a margin bigger than tho cost of packing and 
transporting metal, gold will How from one country to the other. Packing and 
transport costs added to and subtracted from tho mint par give us 4 gold points' 
or ‘ specie points' or * Gold Import and Export Points'. 

(б) Between gold and silver standard countries , it is determined by the 
price of gold in terms of silver, and vice versa . 

(o) Paper Currencies. In this case, the relative purchasing power of both 
the currencies determines tho rate of exchance. If one unit of the country’s 
currency purchases as many goods and services as four of another's the 
exchange rate will be 1 : 4. This is known as purchasing power parity. If at 
any time, the actual rate differs from this, one side of the balance of payments 
becomes very heavy This happens because purchasing in one country and 
selling in tho other becomes profitable. 

(d) By mutual agreement. 

CAN YOU ANSWER THESE QUESTIONS ? 

1. What do you understand by 4 foreign exchange' ? 

(Foreign exchunge may denote— 

(a) Claims to foreign money, or 

(b) The bill market wh»re bills of exchango drawn in international 
trade are bought and sold, or 

(c) The rate of exchange of different currencies.] [See Sec. 1.] 

2. “International trade is a kind of barter." (P.U. 1940, 42) 

[See Sec. 2.] 

3. •'Imports and Exports tend ti be equal." Discuss . 

(CJJ. 1940 ; C.U. b.Corn. 1946; Dacca 1942; Mad. 1946; Agra 1936; 

[See Secs. 2 and .J ( Delhi 1939 ) 
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4 What items enter a country's balance of payments f Give three examplesof 
visibUimport and invisible import and three of visible export and tnvun > P ■ 

5. What are the methods open to a country to correct an adverse balance of 

payments^ ^ , g * true t0 say lhal imports in the long 

"Our imports are paid for in the long run by our exports. Discuss . P 

and exports tend to be equal." . , jq.l. 

[See Sees. 3, 4 and o. J 

7. Distinguish clearly between ; 

(i) Equation of Exchange and Far of Exchange. ■ • 

(ii) Balance of trade and balance of accounts. (1 J . I 4 . 

(Hi) Invisible and visible items of exchange. 

(iv) Favourable balance of trade and unfavourable balance 0 / tra< e. 

[Equation of exchange refers to the formula in the Quantity T ,eor > 

Money 

MV+M'V 

p- T 

•Par' denotes mint par of exchange. See Sec. 2. «0 »»d m <*'■ 
Secs. 3 and 4.] 

8. Write notes on: {<t s (i , 

«> Odd or Specie Points . (it) Purchasing power parity. [-« f et 0 - 

Q. A student in London writes to his father in Delhi to send him h, 100. 

Mention the ways in which this can be done. 

. [Banker’s draft, telegraphic (cable) transfer, gold bullion ] 

10 What is meant by mint par oj exchange . ... 

nri.1 are *< limits within which the rate £ foreign, 
ate under geld standard f 

[See Sec. 0.) 


fluctuate 
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CHAPTER XXV 

DISTRIBUTION OF INCOME 

“Sharing the loaf ” 

1. What is Distribution ? Ages ago. Throw your imagination 
a few thousand years back. Man lived in jungles or caves. His needs 
were few and he satisfied them wholly by his own efforts. He ate 
what he gathered—fruit, root or leaves. There was no joint production 
and the question of distribution did not arise. No doubt there are 
still a few people in the world with whom distribution is not a 
problem. But they are savages, and not very many of them 
Bushman in Australia or Africa. 

To-day. With civilized people to-day things are different. 
The simplicity of production is gone. Visit any factory in your 
neighbourhood. The lesson will go home. Machines and buildings 
belong to different people. Labour is provided by a different set, 
while the organisers, who have selected the site and put up the 
factory, are different. The scale of production too has changed. 
People do not produce for themselves but for others. The various 
factors of production — land, labour, capital and organisation are 
not furnished bv one person. Quite a large number of people 
co-operate in producing a commodity. This is why the problem of 
distribution is so complex. 

Early economists did not pay much attention to distribution. 
Thus Adam Smith, before the Industrial Revolution, attached little 
importance to distribution On the other hand, J. S. Mill, writing 
after it, attached to it great importance. 

2 . An Interesting Problem. Each one of us is the producer of 
a service, a utility or a good. The problem of distribution is, therefore, 
verv interesting for all of us. Every one expects a reward and wants 
more of it. He thinks he can have more only if his neighbour has less 
of it. Somohow he has come to believe that there is a loaf of bread of 
a limited size and each one of us can have an extra slice only at the 
expense of others. In a way he is right. 

If it were possible to produce enough of all kinds of goods without 
working, the economic system would work beautifully. Everything 
would be free -and everyone would be able to have all he wanted. 
There would be no disputes, no fights. ‘ That would be true Ram 
Rajya,” you say. Unfortunately no such state of bliss is near. Rid 
yourself of such empty dreams. In the real world, productive 
resources are scarce while population and human wants are increas¬ 
ing. .Joint efforts of all factors—human and material—are needed 
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1 . .• n T7 Thp^e efforts result in & pool 

even to satisfy these ™* to **$ l dividend’. Out of this pool every 
of goods called the landlord gets his rent, the labourer 

contributor gets his share. . t an d the organiser his profits, 

his wage, the cap.tahst h.s inte es^a^r mon ^ We then fin d 

The total net P r ° duce l ooney got from the sale of the produced 

Itlth'^'u^rnde'd by the va^us contributors to the poo., each 

Sh ° at 7hree r ::— face us at this stage : 

(1) What is there to be distributed . 

(2) Among whom ? . , ? 

? otr a 4 : n t:=.« -» 

That'^omethin^it^the ^fwe£fo|ced 

of the four factors of P™ d “‘ ■ “tiou intact. Otherwise the 

maintain the productive >ap<icity o time . Hence before any 

nation will ^^“^^n^f^chines, buildings and raw materials 
wealth is distributed , honl( ] be repaired or replaced. 

Used tCp'I- oflutribntion is c,early illustrated by the foi.owing 
diagram 1 



mSTQ/31' r 'Q* _ 

AOfb Of L 


"Zv~/v 7 Jf LAND* 


D£PH/ClATldd 
RLPL ACf.MtHJ 
CHAQOf 5 


exchange 


inasmuch as the welfare a 1 ^ ,j' “the labour and capita 

value. According to Dr resources , produce annuaHy 

rS r a S BS °r“ ;*a,e of ^ 

V r= o f f V country, or the nat.ona, 

dividend.” ... .. . two ways : as producers and 

The people are concerns • ff an d the source of their 

a, consumers. It is ‘.he aggregate net product of and 

r:J: ■ ■” -i- 


and Branton. 


1. Adapted from Stepheneon 
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It should be noted that (t) it is the net produce which is to be 
distributed. A sound concern maintains a depreciation fund and 
•every year adds to it a sum of money which in time will grow big 
enough to replace the machinery and buildings when worn out. Thus 
a building costing Rs. 33,000 and with an expected age of 60 years 
will need Rs. 500 to be set apart every year to replace it. 

(it) National dividend of a country includes material goods as 
■well as personal services offered for reward. 

(m) Wealth is being produced and distributed continuously. It is 
not produced in one lot for one year and then distributed. It is a 
How—a river of goods and services constantly on the move. This 
truth is brought out by the labour class which lives from hand to 
mouth and can hardly wait for its reward even for a month. National 
.dividend is a flow and not a fund. 

4. Among Whom is the National Dividend to be Distri¬ 
buted ? Obviously among those who contributed to the effort of 
production. They deserve a share. But it is a ' functional ’ and not a 
1 personal ’ reward. That is, every factor gets an income for the function 
•it performs. A person may receive his income in two or more 
capacities at the same time, i.e. as a labourer and as a capitalist or/and 
as a landlord, if he provides more than one factor of production. 
Distribution of the produce takes place through the organizer. It 
is lie who engages the three other agents and fixes their remunera¬ 
tion on a fair basis. Thus we study distribution of national dividend 
among the various agent 0 of production and not among individuals. 

Personal distribution is largely a matter of statistics. We shall 
make a study of the personal distribution of income in India in detail 
in the second part of the book. Here we shall discuss only the 
economic laws which control the reward to be paid to the four factors 
of production. 

5. How is the Share of Each Factor Determined ? We are 

now ready to discuss this question. How to determine the value of 
the respective services of land, labour, capital and organisation ? The 
problem of value faces us again. We have already seen how the 
value of goods is determined. We shall now find how the value of 
the work done by the agents of production is to be determined. Let 
us see how the theory of value helps us. 

The Side of Demand. Marginal Productivity. You know already 
that the price of any article coincides on the side of demand, with 
its marginal utility. In the same way, the value of each factor tends 
to equal its marginal productivity. The marginal productivity of a 
factor is the addition made to total produce by the use of an 
additional unit of that factor. The margiual productivity can also be 
discovered by subtracting the production of the last unit of the factor 
from the total units used and thus noting the reduction in the total 
produce. This ‘addition’ or ‘reduction’ varies with the amount of 
the factor already in use. 

Here we had better remind ourselves of the law of diminishing 

returns. That law states that as more and more units of any one 

factor are applied to production, other factors remaining constant 
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2 4 6 S]Vf 

UNITS OF PRODUCTION 


.. nntniit mav increase more than proportionately for a time, but 
tthe output ni y f u dwin o on falling. The productivity of 

by its cost, the manufacturer pauses. cons.de., and 8t op s. This 
the marqin. Let us illustrate the point with a diagram. 

PP' represents the productivity of a factor, while SS represents 
its supply price. FM is the marginal productivity of the 8th unit 

and coincides with the price. 

The marginal unit at this point 
(M) is the one which just 
repays its cost. This is the 
point where the producer con¬ 
siders it just worth his while 
to employ the last unit and 

jio more. 

For example, suppose the 
owner of a tailoring firm finds 
that he can increase his pro- 

diction t “ the ** t ^ nt , 0 °y i ‘ another hand ; then three rupees measure 

wiH employ more hands for jobs which were not profitable formerly. 
In the same way, employers reduce their staff when wages go up. 

Principle of Substitution. We observe that the law of subtitu- 

r Si s 

•distribution ^keen^o^nd mit^iow^unit mone^w^uf b^most 
from them. ono more machine is purchased, or 

in°eaoh factor.ia the same Only ^'t^ 

Ss=rs 

? \lr Thus the Law of Equi-Marginal Utility or the Law of Substilu- 
Z opelts noVonVln Consump^on and Production, hut also ,n 

DistnbuUon^ We have seen that price in a market is 

Xmaits?Tp n roduotio 0 m r0 ln e distribution marginal productivity 
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Stands parallel to marginal utility? m “““f^rjftfwioua K 
of a tactor is knovrn ' 11 ® eur8 in such a way that its 
and among the various ®“ tr h ep ”^ ever y where. The greater the 
productivity at the margin is fthe J^t at the margin, and 

supply, the smaller the prod 7 [etum ^ i ow when the supply of a 

vice versa. , Th,S r h D y roTaeTiv1t r y is a function of supp.y, U. 

factor is large. Marg na inv £ rseJy . Greater the supply, 

iowe^^the 1 ma'rgmil productivity and hence lower the reward, and 

vice versa. f , : something parallel to cost 

W e have now-taout -f there “seme ^ Let 

of production in dl8tr ‘ bu “° j i8 a gi , c 0 f nature. We cannot speak 
take each factor in turn. L ^ o * ^ a table . EveI1 grea ter 

Ot its cost as we speak j 9 the cost of production of 

t the difficulty m case W ^ ng to oalculate it The same 

a labourer \ it is At the most one may total up the 

is the case with orga o God _ given gifts and talents have no 

cost in tha^senTe. In the same way, we cannot measure the real cost 
of saving “^ “'^e^thmeTs'a real difference between the position 

of factors of prod Q f production of goods, it 

While factors of production. A different 

is not P of 8 ble ‘ for6 , needed to find out the cost of production of 
treatment is,.the on _ Hence the theory ot value applicable to 

the agent*o 1 applied in its entirety to distribution. There 
^^resemblance on the demand side but a difference on the supply 

8ide ‘ fi Is Distribution Just ? The actual method of distribution 
of income varies with the economic system ruling in a country. For 
„„, nuD ism advocates that everybody should get an equal 
2re out Of the avaTlable supply. Urban food ration,ng in India 
was based on this principle. Such a system is all right in an 
Amprcenov but in normal times it caunot be put into operation as 
the needs and the likes and dislikes of people vary greatly. Nor is 
eoual distribution of goods satisfactory, because m this case the share 
ot everybody would be too small to be worthwhile. , 

The best system of distribution is the one based on the 
inciple of reward according to work done. This leads us 
hack to the marginal productivity theory of distribution which we 
have discussed above. We may conclude that this theory supported 
bv the marginal supply-price of a factor gives us quite a workable 
basis lor rinding out the reward to be paid to the diilerent factors ot 
production, though we cannot say that it leads to just distribution. 
It may not*be just, but it is ulso not a scramble. Since everybody 
gets in proportion to the contribution he makes, the system is not 
altogether unjust, although the distribution is unequal. 

There is no doubt that this has resulted in great inequalities in 
incomo mainly due to the presence of the laws of inheritance. But 
it is also true that the poor have not grown poorer though the rioh 
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have grown richer. All governments today realise the urgent need 
for reducing inequalities in income. Accordingly progressive and 
exrps8 nrofit income taxes, death duties, wealth tax, expenditure 
tax, abolition of tamindaris, limitation of dividends, legal minimum 
wages, social insurance schemes, and other dev.ces have beeni utilised 

to reduce the gap between the rich and the poor and to secure the 

economic welfare of the masses in almost all countries. With the 
beginning of the era of planning in India, more and more importance 
is being fttached to equitable distribution of income. This is done 
to ensure a greater measure of social justice. 

WHAT WE GATHER FROM THIS CHAPTER 

What is Distribution ? . 

(a) Ageaago. The producer and the consumer were one and the same 

person. There was no problem. 

Tndm . It ia wi ,h the development of the complex division of labour 
b and mechanised production that the sharing of national wealth has 
become difficult. Three problems have to be faced here . 

(|) What is to bo distributed ? 

(3> o\?what W pr 0 inciple is the share of each to be determined ? 

Why is the Problem of Distribution so Interesting ? 

(o) Because each of one of us is a producer and wants a share out of the 

national dividend. 

(b) Because the total stock of goods produced is not enough to go round 

and satisfy all needs. 

IA7U * j c he Distributed ? Obviously, the wealth (though not the whole 
What is to be Uiatr re Natjonal Dividend" or the net aggregate of 

of ,t) that has been P ®Jj u ^ d by , h e efforts of man with the help of 

commodities and 8 distributed ‘Not’ moans that out of the total wealth 

farther 

production before it can be distributed. 

* is it to be Distributed ? The factors of production which 

hav6 d’uce ft, deserve rewards for the functions they perform. 

„ : .h. Share of each Determined ? This is the most interesting 

uest^of all Here wo have to decide the value of the services of vur.ous 

Sectors. ._Marginal Productivity. A factor of production is- 

The Demand S . productivity, i.e. tho addition made to total 

paid according to its m g P j ^ d . Tho employer never employs 

production by tbelastj" u fa.tor <than jtfl J nr J nnl productivity, 

a unit of labour or up h P eobb , ond supposed to bo of equal efficiency, 

A nd ali the uni^ Tho OI ^ p | oye r stops where ho feels that he .s paying 

VaSto the productivity of the marginal unit employed. 

q e c K„.{, ut ion Every producer is anxious to make the best of 

Law of Substitution. ^ Hub8tit ute more productive factors for 

his resources. H« 18 £ bo *oro profitable to employ more labourers or 

less productso ones. \\ the F ureft of the factory ? This is tho eternal 

purchase a now math, of substitution equalises the marginal produc- 

nuoation boioro nun. * 

tivitioe of the fuctora employed. 

„ , cm. In ordinary goods, on the side of supply, tho cost of produc 

• S , UPP y Is nrico It is difficult to find this cost,a the case of various 
tion determines price. nrQflllc ti on Cost of labour is ovon more difficult 

“ TbiS 
thfference^mukes the problem of Distribution complex. 
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Is the System of Distribution Just ? 

(o) The system varies with tho prevaUing political system. 

(6 Equal distribution or rationing is nil right for an emergency I>ke 
war, but not in normal peace times. 

(c) Self-effort should be encouraged, but at the same time ? a P®., in 
11 classes should be reduced. This will maxun.se economic welfs.e 

a country. honlntelv 

Distribution according to marginal productivity may m t e a creates 
just but it is also not a mere scramble. Its great defect is that 

inequality. 

CAN YOU ANSWER THESE QUESTIONS ? 

1. What do you study in Distribution ? Show the relation oj 

with exchange . [See Secs. 1 to 5.] 

2. What is Distribution and what aie its main problems 

3. Why is the department oj distribution so mteres ing y 

problems so difficult to solve t [See f JvdicaU how (he 

4. What does the economist understandby Disl tp.V. 1938) 

mode of distribution is of great economic significance. 

[See Secs. 1, 2 and 3.J (P U. 1951 Suppl ) 

5. Give clearly the idea oj National Income. 

[See Secs. 1, - and 3 J distributed among the various Jaciors 

6. Define ‘national income 1 . Howjs it dtsirtom.u j (Patna 1934) 

oj production ? ISee Secs 1 »» J ^ ^ o/ „ oiue .” J, 

7. ‘“J he central pro f 1 J eo, does the same theory oj value apply 

this true in the case of distribution also. j , 

here also / services of the fac tors o' production 

[\us. Hwwi applies but with modification. 

There is a difference on the supply side.j [See bee. D.j 

8. IV/.at is the meaning and importai.ee of ‘marginal productivity in 
distribution ? Give examples. 

E , p ,ain ,H tc ? ™r ^ 

1ii/lituClOJis* [oou cct, v.j \ 

0. Explain the working of the principle of substitution in the department of 

distribution. l ^ e0 ^ ec ' . . . . , . 

in What do we study in distribution f Examine the principles on which 

the. National Dividend of a country is distributed among different'J a * tor * * 

production. [See Secs. 1 and u.J , a , -u La 

11. On what principles is the national dividend of a country distributed 

among different factors of production ? 

(C.U. B.Com. 1940 ; C.U. 1933 ; Agra 1942 ; Pat. 1944 ; Mad. 1933) 
[See Sec. 5.] 


CHAPTER XXVI 

RENT 


“J payment which is not a cost'’ 


i. Meaning of Rent. Rent is a much-used word. Every 
one is familiar with it. But every time it is used it has a different 
meaning. It tells you of what a tenant periodically pays his landlord 
for the use of house or land. It also refers to the paymeut made for 
the hire of a sewing machine or a radio set. Perhaps you reside in 
the college hostel and the term ‘rent’ reminds you of the monthly 
charge you pay to the college clerk along with your fees for the use 
of your room. Thus quite often you mix up ‘rent’ with the terms 
“fare’ and ‘hire’. In ordinary speech, rent refers to the total amount 
of money paid as a hiring charge or for the use of land. It is 

contract rent. 


Economic rent is that part of the total payment which is made 
for the use of the laud only as distinguished from the payment made 
for the capital invested therein. Suppose a tenant is paving Ks. _ 0 
to his landlord. This is contract rent. If out of this sum, l.s. on 
represent interest on capital invested in the tubewell, the remaining 
Rs. 150, being only for the use of land, is economic rent. 


Economic rent is also a surplus. It means the surplus 
which remains to the cnltivator after he has paid all the 
expenses of production and has remunerated himself for his 
own productive effort. In this sense it is the excess of the 
crop over the expenses."-(JWn). Rent is the income derived 
from land and other free gifts of nature included m and in 
Economics. When a tenant is out to take a farm on rent, he s 
prepared to pay to the owner of a fertile piece of land a h.gper •<urn 
that ho would for another piece of the same size but oi loss lertilitj 
or inferior situation. Ha is ready to pay more because he call get 
extra produce from this piece of land. This surplus over Ike uuwjmul 

land is economic rent. 

Thus two things stand out in rent in the economic souse : (a) jt 
is a payment for the use of land only apart from the payment made 
for capital invested in it; and ( b) it is a surplus over cost of pro¬ 
duction (including normal profit). Sometimes he may payjven 
more than this surplus. This happens when the supply ° . kmd is 
limited as in old countries like India and alternative occupations are 
few Here the demand is greater than the supply. Owing 
competition between the tenant-cultivators, the landlord can usua y 



292 INTBODUOT OBY ECONOMICS 

charge the whole of economic rent (payment ^e to superior fertility 
or better situation of land) and aomet.mes even more than that. 

“What then, is the nature of the rent I pay for my room m the 

as interest on the capital invested in & There 

not all The college is maintaining some staff to help y • 

U he superintendent, the ,nali, the ckaMar and1th.> -- per. You 
apt some extra service including water, light and sanitation * 
g pay y“ur sham for all these 8 Besides these payment,* 
necessary for the risk taken in * /our horte 
sav, “I have naturally to pay for all these. ± nisi y 

is contract rent and not economic rent, because economic ren^ts 

payment lor the use of land only. The contract rent includes 

(a) Interest on capital, 

(b) Wages for management, 

(c) Profit for the risk, and 

( d) Economic rent. . 

l-wssaasst^ - -- -« — 

mic sense., 

of rent is associated with the name of David Pvicardo. 
^s.«»nheory of a , n & new country , Let u3 

He n^e^urseh-esto be the settlers in a hitherto unknown island 
which we shall call Jawahar Island after our beloved leader. 

Ar wfi study the natural resources of Jawahar Island, we find. 

, 1 1 rut to be of four grades. For convenience, we call them A, B, C 

the land to be ot lour b — and D in the order of their fertility. 

We shall settle down in Tarapur in 
‘A’ part of the island. This is the 
most fertile land and gives us the 
largest produce per acre. Enough 
land is available of this quality to 
satisfy all our needs at the moment. 
Therefore, it is a free good and will 
not command any price, i e. rent. 
But as time passes the mouths to be- 

fed increase in number. This may be due to moro immigrants, who 
have heard of our good luck, or due to au increase in population. 

(u) Rent in the Extensive Form. A time comes when all land of 
the best quality has been taken up. But some demand still remains 
unsatisfied. We have to resort to ‘B’ quality land now. It is 
inferior to ‘A’ and yields only JO md*. of wheat per plot as compared, 
with 35 mds. of ‘A’ with the same expenditure of labour and capital. 
Naturally plots in ‘A’ acquire a greater value as compared with *B\ 
A tenant will be prepared to pay up to 5 mds of wheat, in order to- 
get a plot in the‘A’zone, or take‘B* quality land free of charge. 
This difference, paid to the owner (if the cultivator is a tenant) or 
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kept to himself (if he is the owner) is economic rent. In the first 
ease it is contractual rent, in the latter ,t .9 known as , mphc t rent B 
plots .lo not pay any rent. To go a step further, we see that after 
all land of ‘B’ quality has been taken up, we begin cultivating . 
plots. Now even ‘B’ quality land comes to have a differential surplus 

over ‘C\ and rent of ‘A’ increases still further. 

When the demand increases still more, we are pushed to use the 
worst land, which is ‘D' quality yielding 2a mds. per plot D quality 

demandsliows"itself in rising prices. They rise J^h enougli to cover 

?et ^bu ppose tha^ one unitof productive "effort is equal to Rs. 103 
When only ; A’ quality land, where a plot produces 3.) mda., is nn 
the plough the price of wheat will be Rs. 3 per md. When due to 
greater demand the price of wheat rises to Rs. 3/8. then and on 
then will ‘B’ quality land be cultivated which produces 30 m Is. 
of wheat. And when that happens 'A’lands will have a surplus of 
5 mds.xRs. 3/8 —Rs. 17/8 per plot. This becomes rent. 

The difference, in other words, between the return from a plot of 
land ala vetfe margin and the marginal plot (i.e. the one jus, paying „s 
way) is called rent or economic rent. 

(la Rent under Intensive Cultivation. The settlers in Jawahar 
Island realize that there is another way too of increasing the 
induce Why not applv more labour and capital to superior lands 
and resort to intensiv^ultivation 1 Tins is done but it is seen that 
the law of diminishing leturns sets in. The second unit of 
and capital used on ‘A’ plot will almost defimte y give us I * 

sar- .,”3™ 

again, is rent. As more and more unite of labour ‘ 

applied, the return per unit will go on falling. 

tc) Rent due to Differences in Situation. With the 1^^ 

-time, however, a new factor emerges. . oca ^ market and 

marked Tarapur in the diagram, devel >1 i )e 9on t 

Azadnagar in ‘B’ into a railway junction, and crops hav . ' the 

to those two flourishing localities for their final < • ' come 

plots situated in the neighbourhood of Tarapur an 1 - _ , ^ or 

Chive an advantage. They have ^ae. 

much smaller charges than in the case ofglands in < , )ocaufe pr0 . 
Transport charges are a part of the cost of pr u * co „. 

dnetirm is complete only when the ^mmodxty is » ^ transport 

turners. The better situate P ° 8 '' 77 rfs surplus 

charges, will enjoy a surplus over the distant ones. 

will be anther cause of rent. 

Menu economic rent is a surplus 

possessed by the land in queslion over the marginal land. 
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No-rent or Marginal Land. The cases described above show that 
rent is earned due to a certain plot being better suited for cultivation 

or being better 
situated in regard 
to markets. But 
better than what ? 
Of course, better 
than some other 
plot of land. This 
‘some other* plot 
is the marginal 
land which just 
Quality of Land or Dosoe of Capital and Labour covers its expenses 
and no more. This land is called ‘no-rent land.’ All rents are 
measured from it upwards. In the diagram, ‘D’ quality land w hich 
produces 20 mds. per plot is the marginal land. Here the return 
and cost are equal. It is just worthwhile cultivating this land since 
it just covers expenses of cultivation and yields no surplus to the 
cultivator. It is quite possible we may not be able to discover the 
‘no-rent land’ because (a) it may be paying scarcity rent, or (b) the 
owner might have invested some capital in it and the interest migh 
be mistaken for rent, or (c) the no-rent land may be in some other 
country, or (d) the no-rent tracts may form part of a rent-paving 
area and be concealed in it. 

(d) Scarcity Rent. In our new home-couutry, Jawahar Island,, 
we at last come to a position when all the lands have been brought 
under the plough, and are being cultivated intensively too. But the 
price rises still further under the pressure of demand. Population has 
been increasing fast. Our country has become old and no more land 
is available as we are an island country. Prices of agricultural yield 
go up and incomes from land go up. Therefore all land (including 
the no-rent ‘D’ quality land) begins to get surplus above expenses. 
Thi6 surplus above costs in the ‘D’ quality land, our previous no-rent 
land, is scarcity rent. Superior lands will be naying this surplus 
over and above their differential gain. 

Conclusion. Summing up, we see that rent is a differential 
surplus and arises from the fact that land possesses certain peculiari¬ 
ties as a factor of production. It is limited in area and its fertility 
varies. Besides, its situation is fixed. Thus rent results because : 

(1) fertility is more or less fixed by nature ; 

(2) every plot differs in situation which cannot be changed ; und 

(3) the total stock of land is fixed and cannot be increased. 

On this basis Ricardo defines rent- as “ that portio7i of the produce 
of the earth which is paid to the landlord for the original and indes¬ 
tructible powers of the soil." According to him fertility, situation and 
limited total stock—these qualities, which are original as well as 
permanent, give rise to rent. 

3. Rent and Price. The relation between rent and price is 
y ^ n t is a surplus above cost. It does 

not, therefore, enter into price. \\ e have observed in the preceding 
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discussion that price depends on the cost of production on marginal 
land which is no-rent land. In other words, rent is not included in 
the costs which determine price It is only when price* h “ r ‘ s 

hiah enough due to the forces of demand and supply, that rent on 

ally plot appears. Thus rent is the effect or result of puce and not the 
cause of it. 

in his dav tried to explain with the help of this 

argument that landlords were not to blame for fl^J^rnTShicgV' 
high because a rent is ^t a rent ,, paid because corn « • 

Rather, even if ™ "lit ^ 

^Tel^ VES been jU 

•■that no reduction would take place in the price of corn although 
is not'a^faotorthat^e^rmlnes price but'is itself determined by price^ 

not mind.paying him ^^ 1 ^^ ^ ^ ”d 

forward this argument or only a foolish '^“‘'prices^Mn be 

by it. Thus high rents are paid because much higher P nces 

charged rather than prices are high because of high rent 

6 The following diagram clearly shows that rent does not enter 

price .Rectangle D represents the cost of raising produce on D class 

of laDd. It is seen that y 
cost goes on rising 
with falling fertility. 

The market price has Vs/////// , 

to cover the cost if the \RENT/\ | I mc-r I PR.CE 

produce of this land is 
needed to meet the 
total demand. And | COST 

when the cost of pro¬ 
duce on ‘D’ land is 
being covered by the 
price, ‘A’, ‘B’ and ‘C’ 
are earning a surplus 
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* • . Plots of Lands of Various Grades 

are earning a surplus . on(y | n nn ‘D’ We can conclude. 

Rent is price-determined and not prtce-deternnmng. 

.ummSd 

tScriticism. 

Firstly, it is pointed out that the fertility-ofland .is not 
Much of the present producing capaoity 
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human effortfl, use of manures and other improvements. Thus at 
no time is it possible to say which qualities of land are original and 
which of them are man’s creation. 

Situation is something which man cannot change. Undoubtedly 
it is not possible to move a plot of land to another place. But man 
can improve the means of transport so much that distance between 
two places matters little. Thus he can manage to change the 
character of a place. The planned cities and factory towns of today 
are the product of man’s brain. 

Although this criticism has a leg to stand upon, it cannot be 
denied that certain original qualities do matter. No human effort will 
change Rajputana into Kashmir. 

Secondly, the idea of indestructibility is objected to. Area, it 
is said, is everlasting, but not fertility. Continued cultivation 
exhausts fertility. We observe this in the case of lands in India. 
They are reported to be less fertile and, therefore, less productive 
per acre today than they were in the past. Ricardo’s doctrine, 
however, cannot be wholly rejected. Land which iB naturally fertile 
regains its fertile qualities more easily, if it is manured or left fallow. 
Creation of fertility in barren land is more difficult. Besides, no 
amount of use will entirely kill the fertility of land. 

Thirdly, certain American economists like Carey have criticised 
the classical theory of rent on historical grounds. They say that 
cultivation did not begin with the most fertile lands when the first 
settlers arrived in America nor did it pass on to the less fertile lands 
in that order. The reason was that some of the most fertile lands 
were covered with thick forests while others were open to enemy 
attack. The sottlers naturally preferred less fertile areas which 
were open and could be defended. The criticism answers itself. 
Not necessarily the most fertile, but the land offering the best reward 
for a definite effort is occupied first. Moreover, the order of cultivation 
is not so important. Even if the order is changed, when two types 
of land are being cultivated, the more fertile or better situated plots 
mil produce a surplus above the cost. The surplus will arise 
whichever land is cultivated before the other. Rent will still arise 
even if all the land were of uniform quality. It will arise in the 
intensive form. 

The modern economists think that it is only from the point of 
view of economy as a whole that land has perfectly inelastic supply 
and earns a surplus of rent. This surplus is not included in coat and 
hence does not enter into price. But from the point of view of 
individual farmer or industry, a payment has to be made to prevent 
land from being transferred to some other use. The payment, called 

transfer comings . is an element of cost and hence enters into price 

f or the individual farmer the whole of rent is cost. “This concept 
of transfer earnings helps to bring the simple Ricardian theory— 
where transfer earnings are zero because it is the whole economy 
which is being studied—into a closer relation with reality /’—(Stonier 
end Hague). J 
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It may then be concluded that although the doctrine of rent 
has been much developed, yet its basis is still essentially Ricardo s. 

c Other Rents. Rent of Non-Agricultural Lands. Let us 

consider the nature of rent in some other forms. No new principles 

operate in the case of rent of urban sites whether used for residence 
or business. The only difference is that fertility does not count here 
while situational advantages are much more important. In residential 
houses, things like well-paved streets, sanitation, lighting, drainage 
and respectability of the locality matter much. The slums of Old 
Delhi may well be contrasted with the fine, open ^'^aiy spaces 
in New Delhi. Rents will be naturally higher in New Nelli, than m 
Old Delhi. When a number of storeys are piled up in a building one 
above the other, we are using a plot intensively, and rent emerges 
in a manner similar to land when intensively cultivated. 

Rent of Mines and Quarries. The rent of mines and quarries is 

a little different. Sooner or later they are entirely exhauste, 
unlike agricultural land. Therefore, the payment for their working 
includes, apart from economic rent, a price or royalty for in -, P 
their contents Economic rent here too is the result of greater 
productivity from some mines as compared with those on t he mnw • 
Rovaltv paid is extra. It is usually calculated per ton ofout put. 
Fisheries in the Rea al SO normally do not tend to be who! V eaha.^d. 
Therefore, their rent has a smaller element of royalty and much 
more resembles rents from agricultural lands. 

6 . Rent Element in Other Factors. A person might 
conclude from the above discussion, that root is a kind by itself and 

does not resemble any other payment. But t ' ,,s J 8 ® 
peculiarity of land after aU is that all its stock is fixed forever Rent 
arises from this peculiarity That is why Benham defines rent as a 
surplus accruing to a specific factor, the supply of which is fixeth 
Now no other factor is permanently fired like land. Bu uheneve 
the supply of other factors is fired even temporarily, their return 
resembles rent and is called q umi-rent. Thu*an eleven I of re, ■« 
present in interest, wanes and profit*, and ,s called qua*,. rent It lasts 
only for a short period of time and disappears when conditions 

become normal. . 

Quasi.rent. During the last war merchant shipping became 
scarce. New ships could not replace the lost ones quic <: v’ , 

take long to build. So existing vessels began to charge h O' fr * 
and earned exceptional profits. These profits were emp< . 
because had the need lasted long enough, new ships won Id \h*v« > 

• constructed and profits reduced to normal Such like . 0> ormal 
earnings during the period the supply of machines or ships ts fir d 
are termed bv Marshall as ‘quasi-rent.* ‘Quasi* literally mean* 
‘almost ’ Quasi rent is. therefore, a payment wli'ch is almost rent > it i. 
not exactly economic rent. “The additional payment for these agon s 
of production the supply of which, though alterable m a bug period, 
is fixed in a short period is technically known as a quasi 

Rent dement in Wages and Profits. Similarly, skilled labour 
producing essential goods earns abnormal wages in times of war. 
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This is due to the scarcity of trained labour. Such extra earnings,, 
too, resemble rent. The case of organisation is not different. For 
instance, if a health resort becomes very popular all at once, the hotel- 
owners there will make good profits till new hotel-keepers are attract¬ 
ed, and profits are reduced to the norjnal rate. During this short 
period, organization will earn surplus income resembling rent. 

Personal Rent. Just as some lands are more fertile than others,, 
similarly some people are superior to others. A Laurel or a Hardy 
differs from a wayside tomfool. A Raj Kapoor on the screen will' 
earn much more than a third-rate actor. All trades make extra 
payment to really gifted people. Special incomes due to these gifts 
are called rent of ability or “personal rent.” 

It follows from the above discussion that land rent does not 
form a separate class by itself. It is only a prominent example 
of its kind. Or, as Marshall describes if, 'It is a leading specie of 
a large genus." An element of it is present in wages, interest and 
profits at times. 

7 . Effect of Economic Progress on Rent. The progress 
of sooiety can be in different directions. Effects of this progress on 
rent are, therefore, bound to vary with the direction in which the 
society progresses We shall study this effect in its various aspects. 

(i) Increase of population. An increase in population results in 
higher rent. Larger numbers need more food. An extra supply of' 
food can be secured only by ploughing less fertile land because the 
more fertile or better situated lands are already under the plough. 
The only other alternative is more intensive cultivation of superior 
lands already in use. In either case, this involves greater expense 
which farmers will not willingly incur unless they aro rewarded by 
higher prices. Thus more fertile lands will earn higher rents. 

(*f) Improved means of transportation. Such un improvement 
may bring about either a fall or an increase in rents. Rents would 
tend to fall on lands which were already in use and were near the- 
markets. But rents would tend to rise on lands which were fertilo 
but were previously far away from such markets. Thus it was seem 
that when ocean transport improved between America and England, 
rents fell in England while they rose in America. 

(m) Improved methods of agricultural jnoduction . Better 
methods cause rent to fall as they result in large production without 
a parallel increase in demand. Therefore, lands on the margin go 
out of use. prices tend to fall, and rents come down. 

8 . Indian Land Revenue and Economic Rent. Reference 
may be made to rack-renting in India. The land revenue in the 
case of the peasant with a small holding is a heavy burden and has- 
au element of rack-renting. Economic rent, os we have se’Cn, is a 
surplus. But the land revenue that an Indian peasant has to pay 
is not necessarily a surplus. Generally it is not. Owing to lack of 
alternative occupation, there is keen competition for land and the 
peasant has to pay more than he can afford to. He has to pay land 
revenue even though he may have no surplus. If in some cases land; 



RENT 


29S 


revenue is equal to economic rent, it is more by accident than by 
design. 

As for actual rents, they have been governed more by custom 

rents. 

WHAT WE GATHER FROM THIS CHAPTER 

• nf R Pn t In everyday talk rent means the payment made fo:- 

the u^Tufou'e S. a radio/r aLxi. It is a hieing charge 

The surplus that remains after all expenses 
is tailed •economic rent (Penaon). on te t . ont |it» on s of free competition, 

ofTand onlj^apart from any capital which may be invested therem 

Gross Rent. It includes interest, wages, profit and economic rent. 

Sdo’s Theory of Rent has 

Wi^'incroosmg^fernond?infer ioHtu'ds'uro ^rge'asUio ^ 

-a, z: srstr 

«SS ttsistt ttST* “ 

of produce over the marginal doses, i rai| Btation s have to P u> 

,ess f™* advaDtRg6 the,U S,lU, “ 

tional rent wEich lands at a distance do not en,„y , u „j va to. U is 

least - needed for ... 

Thot - xstrtrzMst 

togin'toonT“y» «•»»•<« "*“> ab ° V ‘ 1 °to’”r“iliiy!"situatieu 

and .Srin i.T£ ^ 

^R^PHce. ‘price depends on the c-t of —.of the mammal 

land which pays no rent. Thus ren >* * P. j ( , lt t ),eir result. 

mined by price. It is not the cause of high P n « « fl „ r o "original”. 

Criticism of Ricardo- (1) It >» 8 » , ‘ ^ jstanct . ! |nuy lose importance 
Fertility is increased by human efforts an ‘ , rt good deal of 

through improved means of communication. But still 

original element in the fertility and «tu»t.on. he exhausted hy 

.* ^ ‘ 08t 

fertility -ore easily ^ ^ ^ ^ of ^ on .datorica. J» Amcuica 

cultivation did not proceed from *J e ^ | t J“ nd i{J t *{£„ 'order of cultivation is 

land wa« < overod with fores juinnal factor to ho eonnidered. 

immaterial. Besides, situation .« an af d,iI ona f ucU"«« im ,, |S(ic aupply 

( 4 ) Modern economists point out that Ian ' I||( |; v i,iui»ls can vary 

only from the point of view of the «»noiny a« a lo , s attractive 

the y quantity of land put to particular u . y production and hence, from 
usee This transference cost is a part ol cost oi pr 
Jbe individual’s point of view, rent enters into pme. 
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Non-agricultnral Rent, too, is determined on the same principles. In 
urban localities, situation matters the most. In case of mines, etc. a part of 
payment is for the exhaustion of their capacity. This is called royalty. 

Rent is a Leading Specie of a Large Genus, fl payment, rent is not 
the only one of its kind. Sometimes other factors temporarily resemble land. 
The pavment they then receive is called quasi-rent. Ships in times cf war 
earn a surplus income due to scarcity till more of them are built. Similarly 
labour and organisation sometimes get extra income which can be termed 
‘quasi-rent’. 

Personal Rent is the extra income earned by men of superior ability over 
and above the marginal people in any profession. This is why popular actors 
earn more than the ordinary ones. 

Economic Progress and Rent. Increasing population raises rents. 
Improved transport will raise the rent if a place is connected with a new market 
and will lower it if it is connected with a now source of supply. Improved 
methods will lower rents. 

Land Revenue and Rent. Due to land hunger in India both land revenue 
and actual rents are higher than economic rent. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Explain the nature oj economic rent. (Delhi 1955 ; P.U. 1936) 

E.rjtln in eronomic rent and contract rent. [See Sec. 1.] ( Ajmer 1955) 

2. IF*7/ there. be economic rent if — 

(i) all plot* are alike in fertility and situation ; 

(ii) the landholder himself is the cultivator of land ; 

(tit) if the law of diminishing return did not operate f 

Give reasons for your answer. (P.U* 1938) 

[(0 Yes. but only due to intensive cultivation and scarcity, (si) Of 
course, yes. although it will remain with them, (tit) Then, no rent 
would arise.] 

3. “Rent is differential surplus,” Expliin . [See Sec. 2.) 

4. Explain fully :— 

(#) ScircUu Rent. (P.U, 1945) 

(ii) Quasi* Rent. (P.U. 1943) 

(Hi) Personal Rent. 

(ir) Contract Rent. ( U.P . Board 1944) 

(v) Situation Rent. 

((T See Section 2 (c). (ii) See Section G. (m) See Section G. (tv) See 
Section 1.] 

•>. What do yon understand by rent ? How is rent determined ? 

(Rajasthan Inter I960 ; Utkal Inter Arts 1959) 
Or 

Give th> economic meaning oj the term rent. How docs rent arise f 

(Delhi H.S. I960) 

6. Define rent. Explain and criticise upon the Ricardian Theory of IDnt. 

(Sardar v allabhbhai Vidyapeeth 1959 ; U.P. Board 1957 , 58) 

Or 

Rent is paid for original and indestructible powers of the soil. 

(C.U. B.Com . 1944 ; C.U . 1945 ; Agra 1941 ; All. 1935 : Delhi 1929 , 

Dacca 1937 ; Pun. 1938 ; Sag. 1943 ; Bombay 1953) 
[See Secs. 1, 2, 3 and 4.) 

7. What is econom c Rerit ? How does it firise ? Examine the relationship 

between rent and price. (P.U. 1959 Suppl. ; Delhi H.S. 1959) 

Or 

Explain Recardian Theory of Rent. Does rent enter into costs that determine 
price f (j. efr K. 1956) 

Or 

“Rent does not enter into price.” Discuss. 


(P.U. 1942) 
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Or 

In it true to say that "prices are high because rents are high or that rents 
are high because prices are high ?" — [Ricardo). 

Or 

% 

Discuss the relation between agricultural rent and agricultural prices. 

(C.U. 1936 ; C.U. B.Corn. 1939 ; All. 1936 ; Agra 1938, 41 ; U.P. 

Inter. Arts 1958 ; Dacca 1940 ; Delhi 1939) 
(High and low rents are the consequences of high and low prices, but 
not their cause. See Sec. 2.] 

8. ‘‘Rent is the leading specie of a large genus." Do you agree ? Discuss 
this statement. 

Or 

"Difference between rent, wages and profits is one of degree only." Explain 

(See Sec. 6.] <C U • B.Corn. 1934) 

9 Distinguish between rent and quasi-rent and examine the influence of 
progress on rent. (C.U. 1937 ; C.U. B.Corn. 1932, 33 ; Agra 1933 ; Nag. 1942) 

(See Secs. 6 and 7.] 

10. Write notes on :— 

(♦) Intensive Margin of Cultivation. a 

(ii) Quasi Rent. W- ,pr/ 

(Hi) Scarcity Rent. (1 .U. IVJ1) 

[For (*) See Sec. 2 (6) ; for (ii) See Sec. 0 ; and for (mi) See Sec. 2 (d).] 

11. Define Economic Rent. How is it offtcled by progress of society ? 

(Aimer Board 1952 ; P U. 1934) 
(See Sec. 1. With higher standard of life and growth of population 

rents tend to rise, while, on the other hand, with improved technical 
knowledge, improved moons of communication and transport, greater 
specialisation and increased investment, rent tends to fall. See Sec. 7.] 

12. Consider the effect on rent of 

(«) increase in population, 
y ii) improvement in agriculture, 

(i»i) improvement in transport. [See Sec. ... 



CHAPTER XXVII 
r 

WAGES 

‘*The Price of Human Sweat and Tears ” 

1. Meaning of Wages. Wages are the reward paid to the 
■worker for his labour. The term ‘labour’ as used in Economics, has 
a broad meaning. It includes the work of all who work for a living, 
whether this work is physical or mental. It also includes the 
-exertion of independent professional men and women like doctors, 
lawyers, musicians and painters who render service for money. In 
fact, labour in Economics means all kinds of work for which a reward 
is paid. Any type of reward for human exertion whether 
paid by hour, day, month or year and paid in cash, kind, or 
both is called wages. 

2. Importance of Wages. In very old times, every one 
laboured for himself and satisfied his needs by his own efforts. There 
was no probleimof wages to settle. {Since the coming in of money 
■economy and the introduction of the principle of division of labour, 
however, things have changed. Today the vast majority of mankind 
consists of labourers who make their living by working for others. 
They have no other means of living and must work for a reward. 
The result is that two big classes have emerged in modern society— 
the master and the man. Their interests clash and a constant 
struggle has been going on between them in all the countries. One 
ot the mjijor demands of labour, which is at the bottom of thier 
conllict with employers, has been a rise in wages. 

Wages play a very important part in the life of a nation. The 
total welfare of a community depends mainly on the wages paid to 
the labourers. The higher the wages, the greater the economic 
welfare. Love, affection and service cannot be measured in money 
nor can it feed a people. It is money wage alone that can buy food, 
clothes and shelter and on which, therefore, the staudard ol living 
in a country depends. Hence the great importance of wanes for a 
student of Economics who has human interest at heart ! 

The problem of wages is important because of the peculiar 
position ol labour as a factor of production. We know that labour 
possesses a number of peculiarities. 1 They are :_ 

(») Demand for labour is indirect and is a derived demand 
while demand for other goods is direct. Goods are demanded for the 
sake ot servico they render, while labourers are demanded for 
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the goods they can produce, (n) A labourer has a free will and may 
agree or refuse to work a9 he likes while a commodity cannot refuse 
to give service once it has been produced, (m) Labour is perishable 
.and cannot be stored. A worker will starve if he does not work. He 
is thus at a disadvantage when bargaining with his employers. 
He needs to be protected by legislation, (iv) Labour cannot be 
separated from the labourer. The labourer must deliver his labour 
‘in person, while goods can he sold in any market where they fetch 
the best price. k v) The supply of labour cannot be increased at will 
nor can it be decreased quickly. It takes a generation to reduce 
or increase numbers. 

These peculiarities have an intimate hearing on tho determi¬ 
nation of wages. For instance if labour had not been perishable, the 
worker could raise his wages by withholding labour. Again if supply 
of labour could be quickly varied there would have been better 
adjustment between demand and supply of labour. Labour is unable 
to fight bravely and successfully for a just wage on account of these 

peculiarities. 

3 . Types of Wages. Wages have been classified in several 
ways. They are as follows : 

(a) Wages in cash and kind. Irrsome villages in India, we line! 
that a good many labourers are still paid in grain, fodder and other 
commodities which they get at the time when the two main crops. 
rubi and kharif, are harvested. In one way, payments in kind are 
good, as then, a rise in the prices of foodgrains would not aifect the 
labourer for tho worse. From another point of view, this system is 
bad, as wages in kind are largely governed by custom which does 
not allow the standard of living ever to improve. In towns, however, 
wages are paid in cash and are ruled by contract or agreement. 

(b) Time wages , Piece wages and Task wages, (i) Time wages. 
If a worker is employed at a fixed rate per hour, per day, per week 
or per month, he is called a time-worker. To base the rate of wages 
•on a unit of time is a very old method. The ‘day’ is a more popular 
unit of payment than any longer period of time because labourers 
find it difficult to wait long for their reward. This method is suitable 
where quality of work is very important and tho amount ot work 
done cannot be measured. 

( H) Piece wages. When, however, payment is made according 
,to work done, it is a system orpiece wages. This system of payment 
is found in types of work which can be easily measured, e.g. manu¬ 
facture of hockey sticks, cricket bats, etc. Here quality is not so 
important as the quantity of work done. This is suitable where the 
work is to be done at great speed. 

(tit) Task wages. When, however, the payment is contracted to 
finish a job we have task wages. Good deal of government work in 
India is done on contract basis. 

Let us illustrate the difference between these three kinds with 
an example. If you want to have your house white-washed, you 
pay for it in any of the above three ways. You may hire a labourer, 
on daily wages (time), or fix a rate for every hundred square feet 
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of wall white-washed (piece), or settle a lump sum for the whole 
job (task). Many times the work cannot be easily measured, so the 
payment has to be made by the time-wage method. 

(c) Sometimes wages are classified according to the kind of 
workers employed :— 

1. ‘Salaries' are paid to the higher staff consisting of engineers, 
supervisors, managers, professors, teachers, etc. 

2. ‘ Pay' is the term used for payments made to clerks, typists*, 
stenographers, etc. i.e. middle-class employees. 

3. 4 Wages' are earned by the so-called ‘hands’—the lowest 
grade of skilled and unskilled manual workers. 

4. * Fees’ are paid for consulting people in independent profes¬ 
sions like doctors and lawyers. You are familiar with the ‘tuition, 
fees’ you pay for receiving instruction in a college. 

6 ‘ Commission * is the word for the margin allowed to middle¬ 

men like property brokers, arhties , agents, booksellers, etc. on the- 
value of the transaction. 

6. 4 Allov:ance ’ is a special payment made for some special, 

work or for special reasons—as for travelling, maintenance of cycle 
or car, deal ness due to high prices, or house rent. 

Whatever the method, form or name of the payment, wages 
mean the share of labour—the second claimant in the national, 
dividend. It should, however, be noted that a labourer is not so much 
concerned with how he is paid or the number of money-pieces he 
gets. His main concern is to satisfy his needs. This brings us to 
a discussion of money-wages and real wages. 

\ 4! Real Wages and Nominal Wages. The money paid to 
a worker as a reward for his work is known as nominal wuges. But 
what is money wanted for ? Obviously for the goods and services it 
can buy. By ‘real wages’ we understand the satisfaction thtft a 
labourer gets from spending his money wages in the form of neces¬ 
saries, comforts and luxuries. It means the total benefits, whether 
in cash or kind, that a worker enjoys by working at a certain job. 
The following factors have, therefore, to be taken into account 
when estimating real wages :— 

(1) Purchasing Power of Money. Money is only a medium 
of exchange. We value it. for its power to buy goods aud services. 
Let us take an example. We see that, according to the general index 
maintained by the Economic Adviser to the Government of India, 
average wholesale prices have gone up to nearly four times as 
compared to 100 in 1039. The monthly earnings of persons with 
fixed salaries have not gone up to the same extent. They are, 
therefore, proportionally much lower than before. Therefore, to say 
that salaries have gone up is a pitiful joke 1 For such persons, real, 
wages have fallen as the purchasing power of money has gone down 
to about 25%. Price level, therefore, is an essential factor to be 
'taken into account while estimating real wages. 

(2) Additional Receipts in Kind. The money income of a person 
may be increased by free quarters, oheap rations, a free uniform* 
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special gifts on festival days, and the like. A peon or a sweeper 
improves his living from such sources. A pension after retirement, 
or a free bungalow adds to an officer's real income. 

(3 ^-Possibility of supplementing the Income. Some employments 
are such as give time or create an opportunity for increasing one’s 
income. Thus a professor may write articles or books or a teacher 
may coach students privately and supplement his income. 

(4) Working Hours. We have to consider the hours worked per 
day, the days per week, as well as the off-days in a year Frequent 
rest intervals add to one’s real wages and comfort. In some 
occupations, workers have to put in extra work without extra 
payment. For instance, the staff of a bank has a hard time at the 
half-yearly close. Sometimes senior officers get unauthorized work 
from their juniors. Such unpaid overtime work reduces real wages. 

(5) Regularity of Employment. If a person is frequently out of 
work even a high money-wage ultimately means a low real wage. 
Continuous employment on a lower wage is preferred to work which 
is more paying but is uncertain or temporary. That is why an 
ordinary lawyer or a doctor may take to service as against 
independent practice. 

(6) Future of the Job. Certain employments are very risky. 
Others reduce the length of a worker s life-like driving railway 
engine. The life of an air pilot in action is said to be a few hours on 
an average ! In many vocations accidents are common. Money wages 
may be high in such cases, but taking all things into consideration 
real wages would be low. 

(7) Future Prospects. One may accept even a modest start if 
the future promises are bright. We are struck dumb when we lind 
school teachers after twenty years’ hard work earning a bare hundred 
rupees a month ! Such prospects would not prove attractive if 
teachers could not make money from private tuition work. 

(8) Expenses of starting a Trade. Some occupations require 
much initial expenditure. Good furniture, latest instruments and 
medicines are necessary for a doctor to start his practice. One forms 

a poor impression of a lawyer if his office is not furnished with at 
least half a dozen book-shelves stuffed with bulky volumes. Such 
expenses have to bo deducted from money wages when estimating 

real wages. 

These are some of the factors that have to be token into account 
while estimating the real wage of a worker as distinguished lrom his 


nominal wage. 

e “Low Wages are Dear Wages.” Just as there are real 
and nominal wages, similarly we have real and nominal costs of 
labour A salary is paid by an employer to an employee, for the 
latter it is an income, but for the former it is a cost 1 his cost may 
nominally appear to be different from what it really is. Under-paid 
labourers arc dissatisfied. They try to scamp work. Well-paid workers 
are contented. They often more than repay the higher %'ages. 
Productivity thus depends on wages. Real labour-cost is thcreloie 

found by comparing productivity and the money wages paid. 1 his 
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is how nominally cheap labour may in reality be a costly one. 
ivages may conversely mean cheap labour. This is what the phrase 
“economy of high wages ” signifies. 

We shall refer to the relation between efficiency and wages 
again later. 

6. How are Wages Determined ? This problem has 
exercised the mind of almost every economist in the past. Many 
theories have been advanced to explain wages : (*) For long it was 
believed that wages, in the long run, would tend to equal just enough 
of food, clothing and shelter to maintain existence. This is known as 
the Iron Law oj Wages or the Subsistence Theory of Wages. It was for 
the first time propounded by David Ricardo. He believed that even 
if wages tended to be more than required for mere subsistence, it 
would be temporary. Prosperity of the workers would soon increase 
the population, and hence the labour supply. This would depress the 
wages and bring them down to the level of subsistence. Similarly, 
wages below the subsistence level would starve certain workers ; 
others won’t marry. This will reduce the supply of workers and 
raise wages. Thus according to the Iron Law of Wages, wages 
must, in the long run, correspond to the subsistence level of workers. 

(it) Then the Wages Fund. Theory was developed by J. S. Mill. 
He maintained that a certain fixed proportion of the capital of a 
country was set apart for payment as wages to labourers. This 
proportion he called the Wages Fund. Thus, according to him, wages 
at any moment were determined by the amount of money in that 
fund and the total number of labourers in the country. If the fund 
remained constant and supply of labour increased, wages would fall, 
and vice versa. This theory broke down under criticism, as it could 
not be discovered how the fund arose and why it remained fixed. 
Besides, it was proved to be historically false. 

(Hi) Residual Claimant Theory. Then another theory replaced 
the wages fund theory. According to this theory, the worker is the 
residual claimant of the product of industry. He gets out of this 
product what remains after land, capital and organisation have been 
paid their reward. Thus wages are determined only g£ter rent, 
interest aud profits have been deducted from the total produce. This 
theory also had to be given up because in actual practice it was 
found that when rent, interest and profits rose, wages also increased 
at the same time. Moreover, it is not the worker who is the residual 
claimant but the entrepreneur. 

(iv) Ultimately it was realized that it was not the wherewithal 
to maintain body and soul together but the standard of living which 
determined wages. Standard of living may be defined as “the 
amount of necessaries, comforts and luxuries to which a olass of 
persons is accustomed and to attain and keep which they will under¬ 
go any reasonable sacrifice like working longer or postponing 
marriage.” Well, if one thinks of it, people with decent standards 
of life do seem to be earning good wages. But good wages are not 
paid simply because the worker has a high standard. °It is rather 
because a higher standard means better training, better- education, 
better food, which in their turn result in greater efficiency, that 
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•higher wages are paid. Secondly , a person with a higher standard of 
'living usually plans his family, anl limits the number of babies. 
Lastly, when people have a set standard they will usually exert hard 
to earn a wage high enough to maintain it. 

Standard of livin'], we may then conclude, has an indirect 
influence on wages through, affecting the efficiency of labour. But this is 
only a partial explanation of wages—that on the side of supply. 

(y) The Marginal Productivity. It is seen that a labourer is 
wanted for what he pioduces. Hence the employer will not pay him 
more than he is worth. The employer is constantly comparing the 
wage he has to pay to every additional worker with what thi- 
worker adds to the total production. As long as the co 9 t of a labourer 
in the form of wages is less than the productivity of that labourer, 
the entrepreneur goes on employing more labourers. This worth 
decreases as the number of workers increases. This is according to 
the law of diminishing returns. Hence he naturally stops at the 
point where he feels that the net addition made to production by 
the Ia9t worker is equal to the monev-wago paid to him. This point 
id the margin and the productivity of the marginal man equals the 
wage. Since all the workers aro supposed to be equal in efficiency 
they are all paid at the same rate. The rate is determined by marginal 
productivity. If the wages shift from the marginal net product- 
point cither way, the employers will bring it back to the point of 
balance. This will be done by curtailing or expanding employment. 

This theory makes clear one factor governing wastes. It is an 
explanation from the side of demand only. It considers the employer’s 
point of view and not the worker’s point of view. The worker is 
-more interested in his standard of living than his marginal producti¬ 
vity. Besides, the theory assumes (a) free competition, \b) homo¬ 
geneous quality of the workers, and (c) possibility of employing 
more or less labour. These assumptions do not always hold good. 
Hence actual wage may not correspond to the marginal productivity 
of the wor«er. Therefore, this theory is not a complete answer to the 
question ‘How are wages determined V The answer is given below ; — 

(in) Modern Theory of Wages : Demand and Supply 
Theory. The above two partial explanations when put together 
make a complete one. Dr. Marshall effected this happy conciliation. 
The value of labour, like all other values, according to him, is 
determined by the interaction of the forces of demand and supply. 
On its demand side, labour is demanded because it is productive. 
The demand price of labour naturally depends upon bow much it 
can produce. The marginal productivity goes on diminishing us the 
number of hands employed goes no increasing. Hut at no time is the 
employer prepared to pay more than what a labourer produces. Hence 
at the margin, the productivity equals the wages. YVages cannot rbe 
above the marginal productivity of labour in the long run, because 
■employers in their own interest will not consent to it. 

On the supply side, the labourers, as a rule, will struggle hard 
to keep up their habitual standard of living. They will not, in the 
long run, be satisfied with anything less. (Subsistence level, of 
course, is the minimum which may be temporarily tolerated in 
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special circumstances.) To this end. they will form trade unions 
and will bargain collectively. The standard of hvmg Wore 
provided it is not above efficiency, is the mtmmnm level which w,U 
influence wages in the long run. 

In short , the wages at any given time will depend on the relative 
bargaining powers of the two concerned parties and will be fixed up at 
some point in-between the maximum of marignal productivity and the 
minimum standard of living of the labourers. 

7 . Why Wages Differ ? We have been occupied up till now- 
with the problem of how wages in general are determined. But is- 
there any general rate of wages t 

If labour had been like any other commodity, it would also have 
been sold in the market in the same way. But as you know, labour 
is peculiar in certain respects. Labourers differ in efficiency. They 
are less mobile than capital and goods. Their supply cannot be- 
increased to order and it is a most painful process to reduce them. 
If a day is lost, its labour is lost with it. For these and other reasons- 
a uniform rate of earnings for workers is not possible. There is no 
prevailing rate of wages similar to the prevailing rate of interest. All 
over the world, labour is split up into a very large number of groups 
and sub-groups, each with a different level of wages. Even within 
the same group the differences are ever so many. Consequently there 
cannot possibly be a general rate af wages. All that can be done is to 
find out an average rate which can be discovered by dividing the 
total amount paid to a given group by the total number of workers 
in it. The fact is that the wages differ from occupation to occupation. 


Wages are relative. 

Now we take up the problem of relative wages, t.e. why they 
differ from occupation to occupation. 

No proof is needed to show that wages vary. Beginning with 
the humble day workers, who are the lowest paid, we have various- 
grades, till we come to specialized executives like engineers who 
command princely salaries. The problem of differences in wages may 
be split up into two parts—(l) the economic bases of such differences, 
and ( 2 ) causes of differences from industry to industry. 

(A) Economic Bases of Differences in Wages : 

( a ) Productivity of labour differs in different trades and grades. 
The cobbler’s job is not as productive as that of a skilled motor mechanic 
or of a clerk's as that of the Principal of a college. 

{b) The efficiency required of workers varies with industries. For 
instance, one industry may require a higher level of efficiency which 
is acquired only through long education and training followed by 
practical experience involving heavy expenditure. Wages lure will 
naturally he higher than m an industry where no such training is 
needed.' For instance, the reward of a master surgeon, who has 
taken twenty years to learn his job, is bound to be greater than that 
of an ordinary vernacular teacher who is fit to start his work after a 
year’s training only. 

(c) Presence of yon-competing Groups. Society is divided into- 
a number of labour groups which ure not competitive. Gaste system 
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-creates such groups in India. As a result a child born to a sweeper 
will most likely be a sweeper just as a blacksmith’s son will be a 
blacksmith. This is partly due to heritage and partly to environ¬ 
ment in childhood. There is no doubt that inborn qualities depend 
on parentage. A labourer’s son, for instance, does not possess as 
much intelligence as a lawyer's son. Besides, the atmosphere in the 
house develops certain faculties. In addition, the chances of receiving 
a training depend upon the resources of a family. It is because of 
these— inheritance, environment and training —that workers are 
said to be born for particular lines. 

(d) As a result of the scarcity of qualities discussed above, the 
demand for and supply of labour in certain trades do not balance 
properly. Labour is well-known for its lack of mobility. The 
existence of non-competing groups makes it more immobile. 

(B) Causes of Differences in Wages from Industry to 
Industry. 

Now, let us see why one industry pays labourers more or less 
than another. The general rate of wages in any industry depends 
on the demand for and the supply of labour in that industry The 
following factors influence the demand for labour and its supply : 

(a) Agreeableness or Disagreeable ness of a Trade. An agreeable 
or pleasant occupation will usually attract a larger supply of labour 
and, therefore, pay lower wages. An unpleasant job calls for higher- 
wages. The most detestable of all employments, the hangman's job. 
is paid more highly than any other work of equal difficulty. A 
teacher in a village school is very poorly paid as his work is light 
and respectable and, therefore, more agreeable than rnanv others. 
Even an ordinary hawker earns more than what a teacher does! 

(b) Difficulty and Cost of Learning a Trade. When the trade 
can be learnt easily and inexpensively, it will have a large number 
of entrants. The marginal productivity is low and so is the wage. 
Unskilled dock labourers arc an excellent example. Sweepers in 
India are another. Caste compels them to keep to their work. 
Their numbers are large and, therefore, wages low. 

(c) Equipment Used. The marginal productivity of labour 
depends on the kind of tools used. One of the main reasons why 
the earnings of cultivators in India are low is that their tools are 

poor. An equally efficient farmer earns less in India than in 
America where lie has better implements. 

(d) Steadiness of Employment. In seasonal trades, the wages 
have to be higher as compared to those where work is regular. I Ins 
is the reason why voting men prefer low paid jobs under (.overnment 
to taking up an independent line where the earnings, though higher, 

ro ular 

(e) Amount of Trust Reposed in tfo Labourer. Administrators 
have to be richly paid because their positions carry trust and 
responsibility. The wages of jewellers are higher than those ot 
ordinary labourers for the same reason. 

(f) Chances of Success. The greater the risk of failure, the 
higher the reward in case of success. Were it not so, the supply 
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would fall short. A successful lawyer earDs far more than a» 
Government official, but the number of successful lawyers is small. 

(g) Government Regulations. Sometimes authorities fix minimum 1 
wages in particular trades, thus reducing differences between these 
and other trades. 

(h) .*1 loir money wage may be helped out by extra amenities. Due- 
to the presence of such amenities the difference in wages may only 
be nominal and not real. A cook in your house is paid less in cash 
than a peon in an office but he gets free food, free lodging and free 
clothes and is thus really better paid than the peon. 

(i) Supplementary Income . Where there is a possibility of 
having extra income, the regular wage may be lower. Professors’ 
salaries are low but they have opportunities of making extra income 
by writing books, private tuition or by marking answer-books. 

8 . Special Gases. (1) Wages of Women. Women are usually 
paid less than men. This is due to the following reasons :— 

(a) Women cannot do an equal amount of physical work. They 
are physically weaker and cannot undertake strenuous labour 
carrying higher wages. 

(b) Their earnings usually help only to supplement the income 
of the family, which mainly depends on man’s wages. Supple¬ 
mentary income is generally low. 

(r) Women do not take up a life-long career. Their main' 
objective is to marry and settle down to family life. Hence they 
do not try to improve their prospects. 

(d) Comparatively, fewer occupations arc open to women. 
Custom and prejudice shut them out from many callings; hence 
there is overcrowding in the occupations which they can take up. 
Their earnings are consequently low. They form what is known as 
a non-competing group. 

(c) They are not well-organized, hence they are weak in driving 
bargains with the masters. They have thus to he content with low 
earnings. 

(-) Swcej.crs and the lib. Very often it is asked why 
unpleasant work, like seaveniug, is paid so poorly. First of nil, it 
should be remembered that tips, gifts of food and clothes on 
ceremonial occasions enhance their real wages. Then their standard 
of living is very low. Resides, their work is unskilled. Even a small 
child can pick it up. No cost is incurred in training. In addition , 
in India due to caste prejudices, they cannot change over to any 
other profession. The number of children born to poor people of 
ibis category is usually large. Hence supply of such labour is large 
relatively to demand for it. For all these reasons, the supply of this 
kind of labour is such as to keep their wages low. 

9. Legal Minimum Wages. These are days of democracy.. 
Every Government has at heart the welfare of the masses. Effort^ 

are, therefore, directed to protect the weak and the poor who are- 
usually at the mercy of the rich and the strong. It has been 
recognised that the ‘sweating’ of women and low class labourers- 
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(Harijans in India) should come to a stop. Governments have 
adopted various methods to do this. Most effective remedy is to fix 
minimum below which wages are not allowed to fall. Such a system 
is prevalent in England. In India too a number of steps have been 
taken to fix minimum wages for labourers in rural areas as well as in 
some selected industries. A Minimum \Y ages Act was passed in 
1948. It has already been applied to a large number of industries. 

Indeed it is not out of place to mention that democracy has 
gone a step further. The ideas of ‘Minimum Wages’ are being 
replaced bv those of a ‘fair’ or a ‘living’ wages. The latter aim at 
assuring the worker not only a bare minimum of food, clothing and 
shelter but also an allowance for establishing the social status of the 
worker so as to offer him opportunities to train his children as 
efficient workers. 

Besides fixing minimum wages, several other measures of social 
security are being adopted to promote labour welfare. 

io. Social Security. This term has become current in modern 
times. Towards the close of war, countries like England and America 
were discussing the amenities they proposed to supply to their people 
e.g. Beveridge Scheme. Social insurance had already been provided 

in leading countries. 

The term ‘Social Security’ is much wider than social insurance. 
In social security are included not only social insurance but also 
social assistance. ' Social insurance benefits are given to those who 
contribute. But social assistance is provided out of the Funds of the 
State—in certain prescribed circumstances. There are certain risks. 
e.g. sickness, unemployment, etc. which are best covered by social 
insurance. But there are certain ciroumstances which are suitable 
for social assistance, e.g. hospital facilities, sanatoria, child welfare 
school health service, etc. Hence social security stands for social 
insurance plus social assistance. 

The modern States have now realised that it is their responsi¬ 
bility to provide their citizens against certain contingencies, the five 
Giants mentioned by Beveridge, viz. Want, Disease Ignorance, 
Squalor and Idleness. The Beveridge Scheme for Great Britain, the 
Marsh Report on Social Security for Canada and the Murray Dmgell 
Bill of the U.S.A. indicate the scope of social security. 

India is still an infant as regards social security and has taken 
only one or two tiny steps in this direction. The Employees State 
Insurance Act was passed in 1948. It now (1958) covers U lakh 
workers, about half of the total insurable population of the factory 

workers. The Employees’Provident Fund Act was passed in 

At present (1958) 6,215 factories employing about 28 lakh workers 
are covered. Then there is the Workmen’s Compensation Act which 
provides benefit, in the case of disablement, temporary or permanent, 
and death occurring on account of injury sustained by a worker 

while on work. 

This is very modest indeed. It is a case of “Little done and 
va9t undone ”. 
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11. Trade Unions and Their Functions. A trade union is 
a continuous association of workers formed for the purpose of main¬ 
taining and improving their working conditions. When industry was 
first mechanized, it resulted in wretched factory conditions, low wages 
and exploitation of labourers. In sheer self-defence, the labourers 
formed associations called trade unions. 

They perform two sorts of functions : (») militant, and (ii) 
fraternal, mutual help or constructive activities. They can bargain 
with the employers collectively, and also improve their general 
condition. Trade unions' main weapon is to strike work. By refusing 
to work in a body they compel the masters to agree to their'terms. 
Hence nowadays a labourer is not helpless. His union is ready to fight 
for him. It is the employers who now feel the necessity of joining 
hands to withstand labour’s unfair demands They retaliate by 
declaring lock-outs and closing down factories. Thus they try to 
compel the unions to agree to their terms. There is a regular war 
going on between the employers and the employees. 

Trade unions also attend to the constructive side of their work. 
They open schools, dispensaries and recreation centres for their 
members, and try to cure them of evil habits like drinking and 
gambling. They also provide relief to their members when unemployed. 
In these ways, the unions help the workers and improve their 
efficiency'. Unfortunately most trade unions do little more than act 
as strike committees. 

Nowadays wise employers have awakened up to the need for 
closing the growing gulf between master and man. They provide 
labour with amenities within their means and sometimes give it a 
share in profits and management. 

12. Can Trade Union Raise Wages ? Ordinarily the wages 
of a worker do not rise above his marginal worth. Sometimes, how¬ 
ever, circumstances may arise when this may happen. Such circum¬ 
stances may be as follows : — 

(a) The workers may succeed in forcing the employer to pay 
them more than their marginal worth by r threatening a strike. Workers 
will succeed in this design only 

(i) if they are well organised, 

(ii) if they hold a monopoly of the supply of labour of that 
type, and 

(iii) if their wages form but a small part of the total cost of 
production. 

It is possible that compelled by such threats an employer may 
give up a part or the whole of his own income and temporarily pay 
the labourers more than their marginal worth. The employer will, 
however, be induced to part with his own share only when he finds 
that a large part of his expenses will continue even if the factory 
closes down and that his loss will be greater if he closes his factory 
than if he gives higher wages. He then chooses the lesser of the two 
evils. Ultimately, however, he has to stop producing. He cannot 
indefinitely go on paying a wage which is greater than marginal 
productivity. If the unions persist in demanding too high a wage. 
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the factories will ultimately close and the workers will become 
unemployed. Continued unemployment will lower wages. 

ire can then conclude that no employer mill intentionally pay more 
than the marginal productivity of labourer. It. is not good brines 
Only in isolated cases and for short periods will he be prepa ^ 
surrender his share of the general revenue. Thus the trade 
can raise wages above marginal productivity only temporanl>. 

(b) Aggressive trade unions with a strong monopoly of labour 

can sometimes force wages above theunarginal 

keep them there. This results in higher costs which end in hi h 

prices Consumers buv less of the commodity, demand fall., an 

production hns to be reduced. Ultimately then the^orte | ? l,t ednesa 
of labourers, who try to force up wages above their m&r \ < j 

recoils on them. The factory is either partially or wholly close 

and they lose their jobs. 

Hence the trade unions cannot raise wages permanently beyom^ 
marginal productivity. But they can at least raise them upto 

marginal worth, if they are lower. 

However they can increase real wanes by providing various 
amenities and carryW out labour welfare programmes. 

WHAT WE GATHER FROM THIS CHAPTER 
Meaning of Wages. Any type of rn.nr.l in cab. kind ***** ^ 

hour, day or month, paid for any work, men a | reward 

Importance of Wages. Vast of wag.- 

Honco the economic welfare of any eoimnun y | 
distributed amongst its workers. 

Tvne« of Waees. Wages may be paid in kind or ciish. 
according to time (time wages), or work (pieeo was--), or Uxe. •> 
wages). 

Classification : 

(«) Salaries for higher ftalT. 

(/>) ZV/i/ for clerks. 

tc) W'nqf* for annuul workers. 

Wl per, for people of independent professions. 

(,) Cummin lion for middlemen and brokers. 

(f) Allowance for sp-. ial work. reward pai l 

Real Wages and Nominal Wages- ^^^^^nK-nonts enjoyed 

of Tr^uiur.^ofvn.Uy'n'.en,. -." - 

(g) future prospects, (/<> trudo expenses WMrkor is cost to the 

Low Wages are Dear Wages- \\ !"■« 18 ‘V' " f ..fficien.y of tho 

master. Reid cost eon he dis<overc< " , ' - w , therefore. lower eost. 

worker. Thus high wages may mean letter vork <. ^ ^ ^ 

How Wages arc Delertnined . Manv a <> ^ ^ ,„ in dard of living of 
now accepted that on one'Hide wages df w . m t ,. n< l to go i-p through 

"hr 

Pmducflvhy of 


They may ho 
ontract (tn*k 



314 


INTRODUCTORY ECONOMICS 


workpr. This is the addition made to the total productivity by the last worker 
employed. All workers of odo category are of the same efficiency, hence their 
wages are equal. Thus, wages coincide with the productive capacity of the- 
marginal worker. 

Demand of Supply. When we combine the two theories mentioned' 
above we find the truth. Wages are determined by the two forces of demand 
and supply On the side of demaud, the employer will at the most, pay tbe- 

worfaer equal to the value of his marginal productivity. On the supply side, the- 
abourers will try hard to get a wage sufficient to maintain their customary 
standard of living. 

Between the upper limit of marginal productivity and the lower limit of' 

minimum standard of living, wages at any time depend upon the bargaining 
fiower of labour and the strength of its organisation. 

Is There a General Rate of Wages ? I.abour is peculiar in many ways, 
i lenco there is no genorul rate of wages, similar to a general rate of interest. 

>> c can only find out an average rate of wage.*. 

Why do Wages Differ in Different Employments ? 

(a) Economic bases for differences :— 

(n Thb difference may be due to differing productivity. 

(it) The efficiency required of a worker varies with occupations and 
/ __ calls for different periods of training and expenses. 

/ iii>) The existence of non-competing groups in a society results in an 
imbalance between demand and supply of labour. 

(tr) I he chances of training depend upon the means of a family. 

(b) Demand for labour and its supply are affected bv : 

(*) Agiceabloness or disaprecableness of a trade/ 

(*0 Difficulty and cost of learning a trade. 

(in) Implements used. 

(*'«•) Regularity or otherwise of a job. 

(Vi The amount of trust that has to be reposed in a worker. 

(rt) Chances of success. 

(*****) Government regulations. 

(vt'tV) The existence of other facilities. 

(t’-r) ■Supplementary income. 

Special Cases : Women Labour is usually puid less than male labour due 

to lesser strength, shorter tinining. fewer openings, not being a permanent 

worker, etc. .Vi/eepsr* are poorly paid though they do on unpleasant job. This 

is due to additional gifts, no cost in training, low standard of living, large ■ 
numbers, etc. 


Legal Minimum Wages. Every Government tries to protect workers 
from sweated labour and the tyranny of employers. Tlio best method to do 
this is to fix minimum wages of workers. 

Trade Unions and Their Functions. A trade union is a permanent body 
of workers for bargaining with the employers. Strikes are their usual weapon. 

I heso bodies have become very pjwerful so much so that employers have to 
organise themselves into associations. Employers retaliate through lock-outs. 

y- by .losing factories. 1 hey perform two functions: (i) militant, and <«> 
iraternal or mutual help funefcions. ’ ' 

In India trade unions need to be guided towards constructive work of 
benefit to the members in place of simply creating trouble. 

How Far Can Trade Unions Increase Wages ? When workors aro well 
organised and hold a monopoly of the supply of labour in that area they may 
for.-,, wages above their maramal worth, but this is a temporary affair. If wages 

il r lS ilT »' n 8 pen ° d ° f time ; tl,e fBe,or >- i8 closed the labourers 

trT rruxrfr l .* i >S# . ,,n,ona 1 nn at l enst °D«ure that wages are paid according 

to marginal productivity of the workers. They can also raise wages bv 
improving labour efficiency through labour welfare work. 

Social Security. So. ini Security means social insurance plus social, 
assistance. Advanced countries, hko the U.S.A., U K. and France have adopted 
ambitious programme of social security. India has taken only a modest step in. 
this direction, ok. 1 rovidcnt 1-mnl and State Employees’ Insurance Schemes. 
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CAN YOU ANSWER THESE QUESTIONS ? 

1. Give the peculiar features of labour as a factor of production. What 
effect do they have on their wages f 

[See Sec. 2. They give rise to the exploitationof labour and the 
struggle between capital and labour. Factory conditions and housing 
etc. matter much.] 

2. What are wages ? Enumerate the different methods of wage payments. 
What are the causes of wage differences in different occupations ? 

[See Secs. 1. 3 and 7.] (P.V- 1959 Suppl.) 

3. ' Distinguish between nominal and real wages and point out the special 
allowance to be made in ascertaining real wages of any group of labourers. 

(C.U. 1955 ; C.V. B.Bom. 1918 ; Agra 1941 ; All. 1942; Pun. 1936. 44. 48 ; 
[See Sec. 4] ( Delhi 1953 ; Mad. 1937 ; Sag. 1931) 

4. How would you compare the real wages of a domestic servant in a tou r, 
with those of servant of a village community in the countryside l 

(P.U. 1940. 47) 

[See Sec. 4. A domestic servant in the town gots free food, lodging 
and clothes and occasional tips besides his pay, while a domestic 
servant in the village gets no pay and no free food or clothes. Ho only 
gets a share in the yield of the crop.J 

5. Distinguish between nominal and real wages and explain the factors which 

influence the real wages of the occupation. (Rajasthan Pre-L mt-. I960) 

Or 

What items will you include while calculating the real wages of la) school 
teacher. ( b) a village Patvvari, (c) a college lecturer, (d) a domestic servant, (<•)• 
managing director of a big con\j>anij. 

[See Sec. 4.] (J . * A'. 1958 ; P.U. 1957 ; U.P. Board 1956) 

0. Are wages under a system of barter necessarily real wages If not. why ? 
[Hot necessarily, because real wages ulso depend on other things like 
supplementary sources of income, working hours, etc.] [See Sec. 4.] 

7 What is meant by cost of labour ? Explain the idea that ''Low wages are 
, ’ „ [See Sec. ft.] 

dear wages. 1 

8. Discuss the following Theories of Wages 

(a) Subsistence Theory or Iron Law of Wages ; [Punjab 1949' 

(b) Wages Fund Theory ; 

(c) Residual Claimant Theory ; and 

(d) Productivity Theory. 

(Cal. 1924 ; Agra 1942 ; Delhi 1940 : Patna 1945 . Punjab 1947 ) 
[See Sec. G.] 

0. Are wages settled in the same way as the value of any common article 1 
(8eo Secs. 2 and G.] 

_ . . 

[See Sec. G. There is a resemblance on the demand side but u 
difference on the supply eid* because labour hoe no cost of produc¬ 
tion that cun be calculated]. 

ia. How are wages determined ? [See Secs. 6 (r.').J {Vital Inter. Arts WSS 

11 How does the efficiency of labour affect wages > 

[Efficiency affects wages directly. The employer pay* » w 
according to bis productivity. See Sec. li.) 

«*. '*• ““ 
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the workers On standard of living depends efficiency and on efficiency 
depends wages. Hence standard of living affects wages indirectly. 
But standard of living depends on wages directly.] 

13. Why do wanes differ in different employments ? 

[See Sec. 7.] (Cal. 1930 ; C.U. B.Cotn. 1941) 

14. Why do wanes differ in (i) the same occupation and (ii) different occupa- 

liens t [See Sec. 7.] (Sardar VaUabhbhai Vidyapeeth 1959) 

13. Why is the Principal oj your college paid a higher salary than his peon? 

(Utkal Inter. Arts 1958) 

16 "Wages are usually higher in towns thin in villages and in industry than 

in agricultureComment fully upon the statement. [See Sec. 7] (Ajmer 19^5) 

17. Explain the causes of the differences in the earnings of sweepers, secondary 
school teachers, engineers and air pilots in India. Is there any justification for 
paying lower wages to women than to men in modern industry, for similar uorkT 

\i • /yoi/; 

18. What do you mean by Legal Minimum Wages ? How do labourers benefit 

from them ? t See Sec / 9 *J 

19. What is a trade union ? State and briefly explain its principal functions. 

[See Sec. 11.] (Bombay 1954 ; P C. 1959). 

20. Write notea on s 

(«) Trade unions, (t'i) Strikes and lock-outs. ( iii) Standard of lining, 
(iv) Son-competing groups. (P.U. J942) 

[(«> and (ii) See Secs. 11 and 12. (iii) See Sec. 6 part 2 (iv) See 
Sec. 8.] 

21. Can trade unions force wages above the marginal worth of labour ? If so 

how far f [See Se.-. 12] (Dacca 1940 ; Patna 1940) 

Or 

How cun the trade unions raise the level of reul wages ? 

(Sardar Vallabhbhai Yidyapeeth 1959) 

22. Write short notes on (a\ Trade Unions, (b) Mobility of Labour, and <c) 

Social Security. (W- ^56) 

[(a) Sec Secs. 11 and 12 ; (/») See Ch. IX ; (<*) See Sec. 10.] 


CHAPTER XXVIII 


INTEREST 


“Money breeds Money ” 


1. Meaning of Interest. What is it that catches your eye 
when you enter a big factory ? It is the machine and not the man 
behind it. Huge and powerful, it must have cost a very large amount 
of money. And there are many of these machines in a factory. We 
cannot expect one man alone to buy them out of his own pocket. 
Hence capital has to be borrowed for the purposes of large-scale 
production. The payment made to its ouner for the use of capital is 
called interest*. In old times, this factor was not so important. The 
two primary factors, man and nature, were much more important. 
Nowadays capital has come into prominence and the part played by 
it in production is growing in importance with the passing of years. 
This has given rise to a number of problems. 

2. Interest in the Past. Interest was condemned for ages 
as immoral. Aristotle was probably the first to raise his voice against 
it. He said, “Money is barren and can have no legitimate child.” 
Moses prohibited Jews from charging interest amongst themselves. 
Christianity in its early days ran it down. Throughout the Middle 
Ages the Church attacked it and forbade Christians from charging 
interest The Jew who lent money to the Christian was looked down 
upon. Shakespeare’s Shylock and Scott's Isaac 1 are typical examples 
of villains. They are hated because they charged high rates ol 
interest. Islam, too, carried on campaign against interest. In India 


also the Sahukar is looked down upon. 

In those early stages of the development of society, this cry 
against interest was justifiable because loans borrowed were for 
consumption. The borrower was in difficulties. The man in need the 
poor widow, the hungry orphan and the starving person had to 

borrow just to live. Such loans were barren and interest on them 

could not be justified on moral grounds. To charge interest in such 
cases meant that man was exploiting man, and was trading in human 
misery. Hence, ‘usury' laws were passed in those times to dciend 
the debtor against the greed of the money-lender. 

3 . Interest To-day. {a) Justification of Interest .Times have 
changed. The modern borrower is not a helpless victim ol the money¬ 
lender. He is powerful. He has ideas. He borrows peoples savings 


I. Shylock is u diurnal or 
Kcott’s Ivui'hot. Tho btuilenlH 
latter in any well-known edition 


j„ Shukcspeuro’s Merchant of Venice. Isaac in 
rnny reud ihu lirst in Lamb’s 1 ale* and the 
of Sir \V. Scott's novels. 
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put those ideas into effect. His efforts result m further P roduc ^“ 
pf goods. InAe process he makes large profits from borrowed 
funds. Hence^e feels no difficulty in paying interest. It is obvious 
that there is nothing immoral in the owner sharing profits gained 
with the help of his money and charging a price for its service. 

Even nowadays, in poor countries, like India, the humble 
peasant needs money on the occasion of a marriage or a death in the 
family. For this he has to resort to the village makjan who, 
however, exploits his need and charges heavy interest. The mahapn 
takes advantage of the borrower’s illiteracy and robs him further by 
■keeping false accounts. To protect such needy borrowers against 
the Sahukar, the State has passed in India and elsewhere laws which 
not only keep down the rates of interest but also compel the Sahukar 
to keep proper accounts. Co-operative credit societies have also been 
started to encourage habits of thrift amongst farmers as well as to 
underbid the village Shylock. 

It may be mentioned that such laws are good. But if they 
discourage savings they will stand in the way of investment in 
productive enterprise. 

(6) The Socialist view of Interest. Nowadays, too, there are 
people who object to interest though on different grounds. It has 
been recognised that loans in the past were borrowed for consump¬ 
tion while today they are borrowed mostly for productive purposes. 
The ground for criticism has, therefore, shifted. In modern times 
it is Socialists who attack interest. They claim that the capitalist 
is a mere idler, who often inherits property and lives idly on it. He 
is not useful to society and he has not earned the right, they assert, 

4 0 receive interest for capital. Capital is the result of the work of 
illour and has been filched from it. Interest is thus robbery. 
Sacialists, therefore, advocate the abolition of all private property 
and want to change the present economic structure of society. Thus 
they stand for abolition of interest. 

It may be pointed out in conclusion that the present attack 
on capital is by people who do not reason dearly. Capital is essential 
for the modern round-about process of production. It is needed to 
satisfy the needs of the huge population of the world. The Socialists 
may have a quarrel with capitalism but they have no legs to stand 
on when they condemn capital as such. Capitalism may be bad but 
capital is not only good and useful, it is also essential. The objection 
is really to interest going into private pockets. 

(c) Regulation of Interest. We have already learnt that to-day 
interest on productive loans is nowhere prohibited. Almost all 
modern countries have, however, made laws for the protection of the 
poor borrower. France, England, the U.S.A., and India—everywhere 
we come across laws against usurious loans. Maximum rates are 
laid down, while co-operative credit too is also used to keep the rates 
of the village money-lender down. 

! \i. Gross and Net Interest. Distinction may be made between 
gross lhterest and net interest. What a man pay6 to his creditor 
periodically for the use of capital is called interest in everydayspeech . 
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But the whole of this payment is not the true nri™ e . 
capital. It contains other elements too. It is bek* or toe use ol 
payment ‘gross interest’. Of this, ‘net interest’ is M this 

interest consists of the following it^ns * part - c,r oss 

(1) Insurance Against Risks \Yhen TTMnPVkio 4.1 


(1) Insurance Against RiskS When moneys lent th. ■ 

risk of its not being returned. The borrower* may n’rove u“ e 

or he may not be in a positiou to pay back. The risk miv th ° i 1 

a personal risk or business risk. The lender, therefore exZlt . 

reward m proportion to the degree of risk involved. This is one of th'! 

reasons why the money-lender in Indian villages charges high rat*- 

of interest from the peasant. For the same reason the lender asks 

for security. It may be jewellery, bouse, or land. Modern banks 

too usually demand a security. A part of this payment is insurance 
against risk. 

(2 ) Reward for Managemeni K/ , / *The money-lender has to keep a 
record of all repayments and charges. He has also to remind his 
debtors by post and through personal visits. He deserves some 
payment for this kind of work. This is whole-time job and he must 
receive remuneration for this. 


(3) Payment for Inconvenience. Many times the lender charges 

a higher rate of interest if he is not sure of the interest and principal 
being repaid in time. To pursue evasive clients for payment is 
awfully troublesome. A part of gross interest paid is to compensate 
the lender for this inconvenience. The inconvenience lies in this 
that the lender may not get back the money when he needs it or he 
gets it at a time when he cannot invest it safely. In the first case, 
he may have to borrow himself and, in the second case, he may lose 
interest. In both cases he must compensate himself by charging 
over and above pure or net interest. • 4 

(4) Net Interest. After all the above items have been deducted 

from gross interest; what is loft is the payment pure and simple for 
the use ot capital. This is net or INTEREST 

pure interest. The money invest¬ 
ed in ‘gilt-edged securities’ like 
Government loans or treasury 
bonds runs very little risk of being 
lost. Hence the interest paid on 
suoh investments does not include 
much of the other elements. It 
is the nearest to net interest. 

This distinction between gross 
and net interest is very helpful. 

When we find widely different 
rates of interest being charged in 
various places and from different 
persons we know that the differen¬ 
ces are in gross interest only. Net 

interest tends to be the same provided there is perfect mobility of 
capital; just as it tends to be uniform everywhere when all payments 
for inconvenience and risks are deducted. The adjoining diagram 
illustrates the idea clearly. 
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5 Why is Interest Paid ? Different Theories. VVhat is the 

explanation ot Interest « What is its has.s i SuchjuesUons 

been considered by econonne th.nkers «o/them 
advanced various theories to explain it. " d . . h 

views it from a different angle and stresses 19 ' for 

Some economists thought that j^erest wm ^ *! apit J JU the 
the sacrifice made in abstammg f that jfc was the price of 

present till a future time. Others 1 ' ° ed by the lender. Others 
time for which consumption w P P d y cap i Ca l was used lor 
held that interest was paid because borrowed cap 

There is partial troth m each em£Li«d by 

various thTnkers Tn « 

b~ 

S^STSSSSS i “»«• ■'*' »'• “S' ““S 

and Supply theory below. 

6 Marginal Productivity Theory of Interest. Interest 
is the price paal for the use of capital. Like the value of oth 
things the price of capital is fixed by its demand and supply. 

Demand for capital comes mostly from business. There are, of 
course some people who borrow for purposes ot consumption, litiga¬ 
tion or’ religious or social ceremonies. But the most ot the capital 

is demanded today by entrepreneurs who use 10 lor .^hSher 
ourDoses They will iu no case pay for its services at a rate higher 
thaS S productivity at the margin. Productivity goes on 
diminishing as more and more capital is employed in an Indus y. 
The borrower compares the prevailing rate oi interest "^total 
marginal productivity of capital, i.e. the amount added to tot 
wealth produced by the use of the last instalment of capital. He 
stops where he feels the productivity to be equal to the m erest 
naill. He will not pay more than the worth of capital to him at the 
margin When the rate falls, it becomes worthwhile to use capital 
in occupations of lower productivity. Thus demand for it expands. 
All this is true of borrowers as a whole too. On the aide of demand , 
therefore, interest tends to equal the marginal productivity 

of capital. 

Supply of capital depends on the will and the power to save. 
Some saving there is bound to be even if the rate of interest is zero 
or negative. But this supply will be very small Much depends- 
upon the rate of interest which induces saving and tempts hidden 
funds to come out. The rate ultimately tends to be that which 
would recompense the marginal saver. He is the one who is 
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the least willing to save but is just tempted to do s 

vailing rate of interest—but whose saving is needed to > ^ pre- 

demand. It is seen that when the rates of interest are mp,ete the 

capital is saved ; just as more is saved in a country where ^ m °re 
greater banking facilities and where peace and plenty prevaif. re are 

Conclusion. Under conditir ns of full competition, the ra. 

interest tends to settle at a point where marginal proc& f 
tivity and inducement for the marginal saver, both measu¬ 
red in terms of money, are equal. The forces of demar I and 
supply interact. If demand is strong, interest rate will rise, and 
vice versa Equilibrium will be established where demand and 
supply balance. 

The marginal productivity theory of interest was an accepted 
theory for a long time. Of late, however, Keynes’ liquidity 
preference theory hus become more prominent. Let us see what it is. 

7. Liquidity Preference Theory According to this theory, 

the rate of interest is a payment for parting with liquidity. 

Liquidity refers to the convenience of holding cash. Everyone in 

this world likes to have some money with him for a number of 

* 

purposes. This constitutes his demand for money to hold. The 
sum total of ail individual demands forms the demand lor money for 
the economy. On the other hand, we have got a supply of money 
consisting of coins plus bank notes plus bank deposits. The demand 
and supply of money, in themselves, determine the rate of intenst. 

Money may be demanded to satisfy a number of motives. 
These are 

({) Income Motive. Wo get income only periodically. We 
must keep some money with us till we receive income next. Other¬ 
wise how cun wo carry on transactions ? 

(ii) Business Motive. It takes some time before the business- 
man can sell Ids product in the market. But he must pay wages to 
the Workers, cost of raw material, etc. now. He must keep some 
cash fo' the purpose. 

(iti) Bncai tionary Mo'ive. Everyone lays by something for a 
rainy day. Some money must be kept to meet union -u*n situations 
and for emergencies. 


(ip) Speculative Motive. Future is uncertain. Kate of interest 
in the market continues changing No one can guess wliat turn the 
change will take. But * very body hopes and with eonml- lice, that 
his guess is hk-lv to he correct. It may or may not be so Some 
money, therefore, is kept to speculate on these probable changes to 

earn profit. 


Money demanded for all these motives constitutes demand for 
money, or liquidity preference. Liquidity preference in-ans how 
much cash people like to keep with them at a par tumlar time. 
Higher the liquidity preference, given the supply of mom y higher 
the rate of interest ; and vice versa Further, given the liquidity 
preference, larger the supply of money, lower the rate of interest, 

and smaller the supply of money, higher the rate of interest. 
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We see thus, that according to liquidity preference the rate ot 
interest is purely a monetary phenomenon. Productivity of capital 

has very little though indirect say. 

g Effect of Economic Progress on Interest. As society 

advances normally, there arises greater facilities for saving. I here 

are also more chances for saving capital in such communities because 
in their case the difference between consumption and production is 
greater. Thus the rate of interest tends to decline. 

On the other side, there are, no doubt, ever-increasing chances 
of profitable investment of capital. Demand is always expanding. 
Wars cut short the supply by destroying huge amounts of capital 
.•■iiul replacements are gradual. The rate of interest thus tends to rise. 

The development of productive capacity leaves a bigger surplus 
for use as capital, even though consumption increases. People in 
general have an increased capacity to save due to higher incomes. 

Lastly, there are always people who will save without any 
regard to the rate of interest because they earn more than is 
inoessary to satisfy their immediate needs. This number increases 
With peace and security, though their savings are too small to satisfy 
the need for capital. Hence, on the whole, eifcct of economic 
progress on interest is to lower it. 

9. Can the Rate of Interest Ever Become Zero ? The 
factors mentioned in the above section tend to bring down the rate 
of interest. There is no danger, however, of its ever becomirg 
actually zero because at 110 time can the surplus become so large 
that marginal productivity will drop to zero. Long before that 
happens, people would prefer to buy consumption goods which would 
diminish the supply of capital and increase its demand. Further, 
there will always remain a gap between the present aud the future. 
Present satisfaction will always exceed future satisfaction aud this 
excess of satisfaction in the present results in interest. 

That the rate of interest cannot fall to zero is easily explained 
by the liquidity preference theory of interest. What satisfies a man 
better than actual cash in his pockot ? The alternative of holding 
cash is lending, buying a government security, buying a house, and 
soon. These alternatives are not as attractive as the money itself. 
Wo always have some preference for cash because of its immediate 
and ready convenience. How can, then, the rate of interest fall to 
zero ? 


WHAT WE GATHER FROM THIS CHAPTER 

Meaning of Interest. Interest ie the tharo of capital, the third important 
factor ui n-itionul dividend. It is a payment for the use of capital. 

Interest in the Past was paid almost always by those who wore forced to 
borrow ior consumption. That is the reason fur its frequent condemnation. 

Interest Today : 

pij Junification. Most of tho borrowings today arc for productive pur- 
v pos<*s and are used as capital. Producers gain from the use of capi¬ 

tal, so it is not unreasonable if they pay for its use. 

(6) Socialist Vieu\ Socialists condemn capilalirta as drones and recom¬ 
mend abolition of interest. But to condemn capitalists is not to 
condemn capital. 


INTEREST 



(c) Regulation oj Intercet. In many agricultural •ountriee, raiximura 
rates of interest are laid down by law. 

Gross and Net Interest. Gross interest includes— 

it i Ir.Biiranee against the risk taken, i.e. an element of prcr t- 
(ii) Wages for the labour of management and record-keep mg. 

(ml Payment for i>>Convenience. 

\io) Pure or not interest for the use of capital. 

Different rates of interest are due to the difference in items otl.e. . han 

net interest which tends to he the same in all investments. 

whv i« Interest Paid ? Interest is claimed because present satisfaction 

liquiduX «r — th* in tbo future, i. b — f* 

™ P M » h.lpf.,1 in prnducUon ia 

■measured in terms of money, are equal . ttmvS . 

Liquidity Pr.fer.no. Theory. Given th- 

% nrs: 

Effect of Economic Progress but > 

with economic advancement. The normal surplus of earning over 

- decline before that. Besides, the ddTeren-e 
between present and future mint remain. 

G \N YOU ANSWER THESE QUESTIONS ? 

, refine inter eft. Do 'ton think- its parent is justified I Why has it <-v- 
often condemned f [See Se. s. I. 2 **'"» i t 

... '-"tfiVTlSZ:* cZ"cl t run- V 

df termin' < > If «' adnsaM* and. if so, pram (J j. K j 96 U) 

**«.. *re« -.V? w ". 

^ «» "{ r ‘ S ‘Zr All'll' nZlZ P.P. Mre. «-■• I** : 

{ C.I). 1927-.A'.ira 1941 : All. 1937 . uacra p.U.1940.41) 
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.. 

4 ';: d : i'irr.. ■•—. — - *■ 
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8 Distingu*^ between gross and net interest. Why are the rates charged by 

u-lendcrs in India higher than the rates charged by banka t 
the village monH ( Rajasthan Pre-Univ. 1960 > 

g If ~ju had Ha. 100 to lend , what interest ( roughly ) would you accept from :— 
,a) A village farmer. 

(6) An industrialist in a town. 

(c) A co-operative bank. 

(d) Post-office, 

(e) An artisan in the village. 

(/) A physician with a good income. 

Can you explain why f 

[The lender charges along with pure interest some amount for risk, 
for inconvenience in realization and for aocount keeping. That ia why 
the village farmer has to pay the highest rate as interest, the town 
industrialist leas, the co-operative bank still less and the post-office- 
the least of all.] 

10. Disease :— 

“Interest is the reward of saving." ( P.U. 1941) 

•'Interest is the price of time.'* (P.U. 1942) 

••Interest ia the price of abstinence (See Sec. 6.] 

11. How is the rate of interest determined t ••Interest is determined by the 
asm and for and supply of capital." Explain. 

( C.U . 1946, 49 ; C.U. B.Com. 1940 ; Agra 1938 ; All. 1938; O.P. Inter. 
[Seo Sec. 6.] Board 1940, Si) 

12. What is interest f How is the rate of interest determined t 

[See Secs. 1 and 6.] (Oanhati 1958) 

13. State (giving reason) how the rate of interest in the rural areas of your 
£Ha It will, other things being the same, be affected by the following :— 

(«) A successive failure of crop. 

(it) An imposition of restrictions on the granting of loans. 

(m) Improvement in agriculture. 

((i) It will rise due to the greater demand for loans and uncertainty, 

(it) It will rise due to the risk of being caught. 

(m) It will fall due to greater saving.] 

14. Interest is determined by marginal productivity of capital, its marginal 

utility or its supply price. Give your own views. (P.U. 1946 Supp.) 

[By the marginal productivity and supply price together. Marginal 
utility does not have eny great effect because of the small amount of 
borrowing for consumption. Also See Section 6.] 

16. How does the rale of interest affect saving t Would people stop saving if 
th> rate of interest were reduod to zero f [See Secs. 7 and 8.] (P.U. 1935) 

[Ordinarily higher the rate of interest the larger is the saving, and 

vice versa. In certain exceptional cases, however, saving may bo 
reduced if interest rises, for instance, in the case of a man who wants 
a fixed inoomo from his saving. Some people will still save even if 
the rate of interost is loduced to zero, Hince saving is not mado simply 
for the sake of earning interest. It is often made for making provision 
for the family in the future.] 

16. What jsirt do waiting and lime preference play in the determination of rats 

<. interest 1 (Sardar Vallal-hbhai Vtdyapeelh 1959) 

17. TV/iat will bt the ejfect of economic progress on interest ? Will the rate of 

tmerest fall to zero t (See Secs. 8 and 9.] (P.U. I93ly 



CHAPTER XXIX 

PROFITS 


"The Rare for Hirhe*" 

Definition of Profits. You are all familiar with the term 
‘profits’. It is quite a commonplace word, hut different people use 
it in different senses. In Economics, however, the term has a pr*we 

meaning. Profits may be defined as the net income of a 
business after all the other costs-rent. wages and interest- 
have been deducted from the total income. Profit* are. there¬ 
fore, uncertain and vary from person t > person. They may become 
zero when costs are equal to income and il the cost* are higher, 
profits may actually be converted into loss. 

Pure profit is the reward of entrepreneurial functions. U w 
what an entrepreneur get* purely a* an entrepreneur What he get* 
as a landlord, manager or capitalist is deducted from the total 
profits. Pure profit is on amount which accrues to the entrepreneur 
for assumin'! the risk inseparable from business. It is a reward tor 
assuming the final responsibility, a responsibility which cannot o* 

shifted to anybody else. 

A practical example will show you bow profits are calculated 
Lit us suppose that Mr. S. Ohand starts a bookshop, with a capital 
of Rs ‘>5 000 We further assume that the premises belong 
him and his nephew works for him without receiving any wages. 
The following balance sheet shows income, expenses and profits ot .he 
business for one year :— 


1. Total sales 

Cost of Goods sold 

Gross Profit 

2. Exposes : 

(«) Kent (implicit) 1 

Wages of salesman (implicit) 1 
(b) Interest on owner’s capital 
at, 6% (implicit) 1 
(r) Interest on bank loans 

Total 


Ks. 

1,00.000 

75,000 

25,000 

2.400 

2.400 

5,000 

1,200 

11 000 


1 No rout IH puuliiN tl.u promise* belong to !».. owuor, no wagesi tr « P** d 
bi. “ml in..r,v. pT,p.M for .h. of thi. .I. »'» -"*Y W ■■ 

♦ill to bo nllowed for. 
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Depreciation for soiled goods 

2,000 

Insurance charges 

1.000 

Total 

3,000 

S. Chand's wages of superinten¬ 
dence (implicit) 

5,000 

Total deductions 

19,000 

Net or pure profit 

fi.titiO 


Tliis account shows the nature of profits The meaning of gross 
profits too is clear. There are lectors for w hich S. Chand does not 
pay. They belong to him, hut ordinarily they could not have been 
obtained without payment Therefore these payments, though 
implicit, must be deducted to find out the net pure profit of the 
business. 

True profit is thus a residual Element. Profit is arrived 

at after the other three agents of production have received their share 
out of the national income. It may become zero or even negative 
temporarily. Ihit in the long run it must be positive, for otherwise 
the entrepreneur will give up his independent activity and take to 
service for wages. 

2 . Gross Profits. We arc now in a position to analyse gross- 
profits. They are the difference bet ween total sale proceeds and 
total expenses over a year and include the following besides net 
profit :— 

(a) Rent of the employer's loud or premises. Had similar premises 
beon taken on rent, the amount would have been added to costs. 
An equal figure should be deducted from gross profit. 

{b) Interest on entrepreneur's capital. The interest on borrowed 
capital is usually deducted before profits are worked out. Hence the 
interest which the owner's own capital would have earned elsewhere, 
should he taken out before we can determine net profit. 

(c) Wages of management. The entrepreneur may be himself 
providing the service or management. If he had been employed 
elsewhere be would have earned some wages. An equal amount has, 
therefore, to be deducted before net profits can be discovered. 

(d) Maintenance charges. It is but reasonable that capital should 
maintained intact. Worn-out prices should be replaced at the 

proper time. To do this is necessary to maintain a depreciation 
fund. All expenses for this purpose should be deducted out of gross 
profits. If this is not done profits will appear to be large for a few 
y* are but one day th^flgfsinesB will fail. 

(e) Net Profitsr®If we deduct from gross profits the above 
Jr.-ms, we shall get pure or net profits. The entrepreneur is entitled 
to the follow ing different kinds of payment which form a part of his 
net profits :— 

(t) Reward for risk-taking. Every business fuces some risk of 
loss. But. the risk of loss from market fluctuations has to be borne 
by the entrepreneur himself and be will shoulder it only when he 
has hopes of being paid tor it. 


(it) Reward due to a monopolistic position. A particular entre- 
preneur may earn extra income due to his control in the market over 
most of the supply of the commodity he produces. 

(tit) Reward for better bargaining. If a businessman is skilful 
in making bargains he earns more. 

(in) Windfalls, fi A sudden khange*-'in market conditions may 
bring in a large gain just Gy chance. For instance, manufacturers 
of arms and ammunitions may earn much, if war breaks out 

3 £ Profits are of the Nature of Rent. Prof. Walker of 
America thinks that just as rent is due to difference in the fertility 
and situation of land, similarly proGts are the result of difference in 
ability and place in life of entrepreneurs. Profits are measured 
upward from the marginal employer who earns no profits exactly 
as rent is measured upward from the no-rent land on the margin. 
Also just as rent does not enter into price, profits do not form of 
price*. This is Prof. Walker’s theory of rent. This theory is not 
wholly accepted. There can be no-rent land but there cannot be 
any no-profit employer. If he does not get profit in the long run 
lie will join the r inks of salaried employees. Besides, rent does not 
form part of price but profits do Nevertheless, profits do contain an 
element of rent because of differences in ability of the entrepreneurs. 
But they are not entirely of the nature of rent.'! 

4 Explanation of Profits. A number of theories have been 
advanced to explain profits. When wo consider them we see that 
each of them errs in laying too much emphasis on one aspect ano 
ignoring others Really profit is an income composed of a variety 
of items. An entrepreneur is to be paid for the many funch >ns re 
performs He is the brain behind production. As such he P la > 19 - 
decides selects, bargains, takes risks and faces uncertainty. I rotits 
contain elements paid for each of these functions and they are so 
intermixed that it is difficult to split them up. They are the residue 
left after all kinds of expenses have been met .y 

It should he remembered that the people who possess these 
qualities are scarce. Had such persons been unlimited m number 

profits would have fallen to no more than daily wa C es Capable 
entrepreneurs are scarce, because natural gifts ure rare and because 

suitable facilities are not available to train them up. Owing to 
scarcity entrepreneurs’ earnings are high. 

A theory of profits w ill be satisfactory only when wo take into 
account all these circumstances. >C 

, w6v Profits Vary? The main reason of inequality in 
profits is the differences in ability of cntrep^nenrs, Alubty ismamly 

God-given. Some persons cun mako better bargain , 

better organisers, still others are better judges ol men amI so forth 

It is this reason which mainly causes differences in profits, nitre 

I n few other reasons too. For instance, one person may h e 
nouoh capital to finance a business, nnotlior may not. Agni 
entrepreneur may have at bis disposal secrets which are not svs, di e 
ro hfs rivals. Ho would then he in a position to earn larger profits 
H may be mentioned in tie end that profits tend to decline due 
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to competition but never become zero an otherwise ali enterpriee 
would end. 

6 . Socialist View of Profits. Profits bave been condemned 
by Socialists. They say that all wealth produced in the country is 
the result of the efforts of workers and as such ir belongs to labour. 
The entrepreneur and capitafist serve no useful purpose, they assert. 
Hence profits and interest moon exploitation and robbery of labour. 
Marx, therefore, stood for abolishing them wholly. 

Exploitation of workers is 1 ad. But it does not mean that 
* lie entrepreneur docs no useful work and deserves no reward. On 
the contrary, he per'turns very important functions. He shoulders 
risks which no one rise will shoulder and which cannot be insured 
against These risks inc 1 ;de the. possibility of loss from changing 
demand, from changing customs and habits, discovery of substitutes, 
foreign competition, and Irom political anti industrial troubles. If 
the entrepreneur in not to be paid for these risks, ho would 

prefer to work for wagea Profits stimulate industry and progress. 
To condemn them would be to condemn boldness, wisdom and 
organizing ability. This would be stopping all economic progress. 

Yet no other feature of capitalistic society has been so severely 
criticised as profits. The losses incurred by the entrepreneurs ore 
forgotten while his occasional large profits prick the eye. 

A more correct line of criticism would be that profits create 
inequalities and bring power to one elnss of people. Besides, the 
owner is not the only risk-hearer. The wage-earner has to face, 
equal if not greater, risks from the uncertainties of business. He, 
therefore, naturally claims a share in the running of the business. 
In a socialist enterprise, these inequalities and problems are absent. 
But other difficulties of a different kind present themselves and call 
for solution in a socialist system too. Profits cannot be abolished, 
but there is a good case for limitation ol dividends. 

WHAT WE CATHER FROM THIS CHAPTER 

Definition of Profits. Wide divergence of opinion is found concerning 
profits. A layman says that ‘profits’ are the excess of receipts over expenses. 
This amount, as a matter of fact, should bo called ‘gross profits.* 

Gross Profits Include:— 

(1) Kent of the employer’s own land. 

(2) Interest on the capital invested by himself. 

(3) Wages for his labour of management. 

(4) Depreciation of machinery and other fixed assets. 

(5) Pure or net profits or the share proper of the organizer. This share 
goes to him for his risk taking. Tor his monopolistic position, for 
hiR better bargaining abi ity and for windfalls. He earns this for 
taking the Jnml responsibility of the business. 

Profits Resemble Rent. Prof. Walker of America considers profits to l>e 
of the nature of rent. T hera is, he says, a marginal producer vho earns no 
profits. Other employers earn profit* because of their superior ability above 
the marginal cue. I>ut thitt theory is cot- a complete explanation of profits. 

Profits Explained. Profits are an income composed of various items like 
payment for planning, risk taking, organizing, etc. Also, profits exist because 
of the natural scarcity of capable entrepieneurs. 
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Why Profits Vary. They vary bemuse ahiliiifrt differ. n\*o because oae 
enterpriser in *y liuvo more capital, certain ?e« ret devices, end so on. roits 
tend to decriMse hut would never become zero. 

Should Profits be Condemned? Socialist* and Communists call profit* 
* robbery of i i»o produce of labour. W Idle admitting the case a^amst a i\it * 
exploitation, wo must. nay tint the above view is one-sided 1 be organizer 
hij an important function to perform. He bears the umneure de ris * 
u poineer of progress. 

CAN YOU ANSWER THESE QUESTIONS ? 

I. Explain the nature of pm/i/s. Distinguish b tween gross 1 P^fits and n't 
unfits rsee Sees. I «nd 2.] (Delhi I. S. I9W i 

Or 

IPW r7'» yon mean by profit* ? Distinguish between greet and ne, £Wj*j 
fSeo Scrs. I and 2 ] * 

2 State ,n,.l explain the constituent element* of gross profits 
Hi * service* 0*r which profit* nrp a reward. 

[See Seca. 1 and 2.] 

Or , 

A talus* qmss profit. Enumerate the service for which projilt are a 

fSee Sec. 2 ] (djm r ivwj 

3. 1* profit necessary , Distinguish bet,cm /W0 , 

4. Define -prof.,'. Sxphi,, how prof, i. .Ir.rrminri m yW 

'.-omj.-awy. ^ 

'*» ^ W«-* ' "" Inter. Art* I960) 

fSee Sees. I and 4. They are dot.-rmin-d by the relation between 

demand and supply of the outreprcn-iri.il ability.] . 

5 IPri/e notes on :—(i) Gross profit .. (»») Pro/wet * sur/- «*. " 

"Jo'8°. So™. I (*') Th. 

the super-mortrmal producer, (m; links ot cnaiiRma 
trends of market which have to he borne by the orfpm./.er.] 

il. Discuss the nature of per fit. Him do we speak of profit* 

abi % (lfits r !^o r ;:: , d^ his superiority over other man 

or duo to natural differential advantages. ^* n " ,ftrl ? A bility ] 
by superior lands, therefore, w^apenk of profits o» rent of ability.} 

Are profits of the nature of rent t . **' X \. , a 

7. What a r e constituent •hmenls >J gross profit* 1 “ W* 3 /9 5 6) 

of the normal expenses of pmduown of a commodity 

8 . Explain the nature of business 3^*' ^^1953) 

| See Secs. 2 nnd C.J . . . 

10. “Pro/ito ore the r, ward for enterprise.: Explain l{oilT(i 1949 ) 

(Soo S»™. I .ml 4.] ^ • ■ nr]) /ro „, 

11. Discuss the nature of prof it. Why (t) t 7 (P.U.I959) 

distribution. J f °. * .. 0J , «*A u-.v <J”e 0/ 

13. .S/utf /A« w»ri©«* "/ W*«- vo ' J 

<Aem ? Out reasons. ' 
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CHAPTER XXX 

PUBLIC FINANCE 

'The. Story of what People Pay and How Governments Spend ’ 

1. Definition of Public Finance. Whatever the type ot 
Government, however simple it may be, it has to perform some 
functions. To carry out these functions it needs funds, much more 
now than in the past. Every one has to contribute something. This 
is why even the poorest feels the presence ot Government. He has 
to pay taxes ! In disgust he groans, “These taxes ! Oh 1” and 
wonders what the Government does with crores and crores of rupees 
it collects. Well, wo shall tell you here why the Government takes 
money, how it gets money and where it spends money. This is the 
work of the Department of Public Finance. 

2 . Importance of Public Finance. Man cannot live alone. 
He never did so To live in society he must arrive at an understand¬ 
ing with his fellowmcn regarding their mutual relationship and the 
type of Government they want. In early days, the duties entrusted 
to Government were lew and simple. They were mainly defence 
against invaders from outside and maintenance of order at home. 
As time has passed these duties have grown ; till today we find that 
there is no activity in which Government does not take a hand. 
Governments have come to regulate w hat cloth we wear, what food 
we eat, what books we read, and so on. They lay down where we 
purchase our necessaries. They control the conditions under which 
we produce goods. They take from the rich and give to the poor. 

The objective of government has come to be economic welfare 
of the largest numbers. Public finance is being viewed more and 
more as an instrument of social justice. The modern Governments 
use this weapon extensively for reducing inequalities of wealth, 
income and opportunities. Public finance is no longer a mere 
instrument fer raising State revenues. You will thus see that no 
account of the economic organisation of a country can be complete 
without a description of the part plajed by Government, in the 
production, distribution and consumption of wealth in it. This is 
why the study of Public Finance has assumed great importance in 
modern times. 

3 Functions of the State Analysed. You have now an 
ideu of the many functions the State has to perform. They are really 
so varied that one centralized authority cannot possibly cope with 
them. Hence they are distributed among various authorities— 
Central, Provincial and Local. 
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There have always been different views regarding the field of 
Stat<> f' notions. On the one extreme are people who want Govern • 
nienfc not to interfere with the ordinary life of the people and to 
content itself with acting as a ‘policeman'—a mere protector o| 
uman life and property from external invasion and internal 
disturbance. At the other end are the Communists. They want the 
State not only to run trade and industry but also control births and 
nurse the babies. Between these two extremes there is a wider range 
of opinions. 

One thing is, however, certain and that is that as time passes 
the field of State activity is growing wider. The functions of the State 
have increased manifold. ‘ Some ot them—as the preservation ■>( 
order, the administration of justice ami the defence oi the count) v 
against attack—may be regarded as ‘necessaries’ ; some like a highly 
developed educational system may be regarded as ‘comforts ; while 
others such as stately buildings, or costly display on ceremonial 
occasions may almost be looked upon as luxuries . Benson). 

The functions of the State may then be classified as under 
(,:) Protective . »>. keeping life and property secure against 
dangers with the help of the police, the army and the law courts ; 

(»,) ‘ Developmental' e.q. education and public health ; 

(m) ‘Commercial e.q. forests, railways and post-ofiices and 

(»w) Public ntiliti, Service* like the supply of water am! electri¬ 
city, roads, gardens and museums. 

These tasks have grown step by step. A century ago much l<» 
was done by the State for public benefit than at present. Interference 
with the life of the individual is increasing. As u consequence, thev' 
activities have had to be split up among tVntral. Provincial and 
Local authorities. The more extensive these tasks are. the more »■< 
the money required to do them efficiently. 

4 Comparison Between Public and Private Finance. 
Before we study Public Finance, we may w<ll compare it with 
individual or private finance. Individuals and Slates an sinnla. in 
that they both need resources. Both have to secure maximum 
results from their resources. Both attempt to get the best out of ail 

items of expenditure. 

There are, however, some important points of.linv-renr,- he: ween 
private and public finance. They are : 

(1) An individual’s income determines bis expenditure a lute 
a State’s proposed expenditure d- t- rmines its .mome. 

cuts bis coat, as they say, according to the cloth he ha- A * 
me.it, on the other hand, arranges lor cloth according to t ho . u 
of the coat it proposes to have. Thus the State plans its m-yls nr. 
and then proceeds to find funds to meet them. An individual knows 
IT income and he has to plan out his expenditure ncc nlmgly. 
An individual adjusts his expenditure to his income, w hereas .< 

State adjusts its income to its expenditure. .... 

(2) A public authority can vary th- amount <»t Us income urn 
expenditure—-within limits of course but more easily than an 
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individual. An individual car.not easily double his income or halve 
his expenses even if he would be better off that way. But this is not 
ho difficult in the case of Governments. 

(3) A public authority usually does not discount the future at 
as high a rate as an individual. The reason is obvious. The life of 
a man is counted in years and his foresight is limited. A State is 
supposed to live for ever. So future satisfactions do not appear so 
small against present utilities to a State as they do to an individual, 
lie always prefers a bird in hand to two in the bush even though the 
t wo in the bush may bo fairly certain tomorrow. 

(4) A wise man is he who, after meeting his needs, waves some- 
(hing to lay by. Not so with a State. A State should not ordinarily 
try to hoard but should repay to the people in services all that it 
receives in taxes. A heavily surplus budget is for this reason as 
bad. and perhaps even worse than a heavily deficit one. The deficit 
budget may propose to incur the deficit for promotion of mass welfare 
while the surplus budget is only an extra burden on the paver. 

(5) There is no fixed period of time over which an individual 
balances his budget. State budgets are generally made for one year. 
But the income and expenditure of an individual are continuous 
and cover the whole period of his life. 

((>) The individual finance is kept a secret whereas the State 
finance is made public. The budget is published and every citizen 
is welcome to scrutinize it and comment on it. An individual will 
not let anybody have a peep into his financial position. 

(7) A State can raise an internal loun ; ail individual cannot. 
Nobody can borrow from himself. But a State can borrow from 
its own citizens. 

5 . Sources of State Income. We have seen that the 
functions of modern Governments are very many and very important 
and call for heavy expenditure. To meet expenditure Governments 
need an equally large income. There are four main sources from 
which this income is obtained. They are : 

(1) Taxes direct and indirect. 

(2) Prices in earnings from commercial and industrial State 
undertakings. 

(3) Fees and assessments. 

(4) Loans. 

In addition to these, there are some minor sources such as fines 
and penalties reparations and indemnities, tributes and gilts V\Y 
discuss these sources below :— 

Taxes. Taxes are the most important source of State revenue 
today. A tax has been defined as a compulsory contribution 
of the wealth of a person or a body of persons for the services 
of the public powers.”—(Unstable). 

In this definition two points should he carefully noted : 
(i) a tax is u cmpulsory payment Nobody can escape taxation 
if bis income has reached the. assessable limit. (//) a particular 
lax is not, normally spent, ing, a price for any particular service 
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performed by a Slate. Were it so, it could not be compulsory 
for those who did not use that service. ‘ The essence of a tax, 
says Prof. Taussig, “as distinguished from other charges ot govern¬ 
ment is the absence of a direct quid pro quo between the tax-payer 
and the public authority ” In other words, you cannot reiuse to pay 
a tax on the ground that you do not use a service. A n h man may 
be childless but he has to pay taxes spent on schools. 1 axes are 
meant to cover the general expenses ot the State and are not levied 
for any particular purpose. Hence the Government does not prom.se 

to perform a specific service in return for the payment ot a parti¬ 
cular tax. 

Motives behind taxes. Taxes are mostly levied with tne object 
of raising revenues. A penalty, on the other hand, is imposed to 
stop people from doing certain things. Sometimes a lax may be 
levied which does both. It may bring in some revenue and also 
check people from consuming some harmtul aitides like opium. 
Besides, certain taxes may be of the nature ot protective duties 
They are levied in order to protect, some borne industry against 
foreign competition. Sometimes a tax has another motive 1.1 view 
It aims at removing the inecpialities in the distribution ot wealth m 
a society. Well-to-do people may be taxed to provide ►emus like 
free schooling and free medical aid lor the poor. llm. ru»„ng 
revenue is not the only purpose for which taxes are lowed. 

Prices. When a Government engages in a business enterprise, 
it sells the service to the consumer at a fixed price. The consumer 
is free to use the service or not. For example it you use a railway 
train or send a telegram or a letter, you pay the fixed price there 
is no extra burden on you. Governments do not usually nuclei take 

these enterprises for the sake of profit but to provide such services 

to the people as can either be provided only by Government or can 
hetter be provided by them than by any private agency iWtdavs 
some Governments undertake in addition certain activities like 
UaTe industry and business with the idea that the huge profits 
earned should not go into private pockets and should be used lor 

the welfare ot the nation. 

Fees Assessments, etc. A fee is ft pay ment made by ft I* won 
,o the Government on account of a special benefit received by him. 
For instance, there urc patent fees, court tees, tui 10 i , 

case there is a specific benefit enjoyed by a person Jor ulnc 

ZZa ke Special asLsment is a particular fee charred trom 

perwon/tlie value of wl,o>e property is enhanced y & 

!,f the Government such as a new canal or a new la.lro.u, 

drain, etc. 

Loans Besides taxes, fees. etc. loans are raisedL 

in emergencies like warn or when a c ^ Bt jy 'y^/ entvrprisx.s 

line bus to be unde,taken. Since the l» rf » ' jt , a 

accrues to future generations even more than t t e « ^ ,• 

reasonable tliat their burden shook also full on the ^ a|s0 
and not tnxes. are raised to meet them. Loan, 
raised for financing plans ot economic development. 
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6 Principles or Canons of Taxation. We have seen that 

n tax has no connection with the benefit received by the payer. 
4]ao the charge is complusorv. Hence m distributing the burden Oi 
taxation, a person's share cannot be decided with reference to the 
benefit derived by him. Adam Smith laid down four principles to 
guide the taxing authority. 

Adam Smith's Canons. The principles or canons of taxation 
of Smith were so important that they have become classic. They 

are :— 

(1) Canon of Equality. “The subjects of every State,’ Smith 
averts, “ought to contribute towards the support of the Govern¬ 
ment as nearly as possible in proportion to their respective abilities ; 
that is, in proportion to the revenue which they respectively enjoy 

under the protection of the State .In the observance or neglect of 

this maxim consists what is called the equality or inequality of 
taxation.” Equality here does not mean that all tax-payers should 
tiay an equal amount. Equality here means equity or justice. It 
means that the broadest shoulders must bear the heaviest burden. 

This canon has given rise to two theories : {») Equality of 
Sacrifice Theory. It means that the burden of taxation should involve 
au equal sacrifice for every individual. This equality, however, 
though good in theory, is difficult to attain in practice. Sacrifice i.- 
subjective, something in the mind and feelings of a person. It is 
difficult to measure. Besides, it has to take into consideration the 
number of dependents on the eurning member in the family, and their 
standard of living, (it) The second principle indicating justice it- 
the Ability or Faculty Theory which holds that the rich should be 
made to pay something more than proportionate to their income. 
A man with an income of Rs 5U0 [ er month will not, other thiugs 
being equal, feel the same pinch in parting with Rs. 50, as a man 
with an income ot only Rs. 50 leels in pa) ing Rs. 5, because the 
former’s faculty to pay is greater. On this principle is based progres¬ 
sion is taxation, i.e. increasingly higher rates of taxation as incomes 
increase. Proportional taxation will not do justice. 

(•_>) Canon of Certainty. Adam Smith further says, “The tax 
which each individual has to pay ought to be certain and not 
arbitrary. The time of payment, the umount to be paid ought all to b> 
clear and plain to the contributor and to every other person.” The 
individual should know exactly what, when and how he is to pay a 
lax. Otherwise it causes unnecessary suffering. Similarly, the State 
should also know how much it will receive from a tax. 

(3) Canon of Convenience. Smith wrote, ‘‘Every tax ought to 
be levied at the time or in the manner which it is most likely to be 
convenient to pay it.” Obviou-dy, there is no sense in fixing a time 
and method of payment which are not suitable. Laud revenue in 
India is realised after the harvest, has been collected. This is the 
lime when cultivators can conveniently pay. 

(4) Canon of Economy. Lastly, Adam Smith held that “every 
tax ought to be so contrived as both to take out and keep out of 
the pockets of the people as little as possible over and above what 
it brings into the public treasury of the State.” This means that 
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the cost of collection should be as small as possible. If the bulk of 
the tax is spent on its collection it will take much out of the peoples’ 
pockets "but bring little into the State’s pocket. It is not a wise tax. 

Other Canons of Taxation. Economic science lias progressed 
much since the days of Adam Smith. Liter writers have ad led t > 

his canons The additions are :— 


% 


(a) Canon of productivity. This canon emphasizes that a tar 
should bring in a substantial amount of money to the State. After 
all the main object of tbe taxing authority is to secure funds. 
Therefore, a tax which does not yield a fair income is useless. It is 
much better to have a few taxes which yield good revenue instead of 


many taxes yielding a little. 

(b) Canon of Elasticity. It points out that a tax should 
automatically bring in more revenue as the country's population o- 
income increases. There should be an automatic link between the 
needs of the State and the resources of the people. If in an emergency 
an increase in the rate of the tax brings in increased income, the tax 


is elastic. 

(c) Canon of Simplicity. It argues th it the tax system should 
be simple. Otherwise there would be confusion and. worse still, 
corruption During the war and after, certain taxes on sale of cloth 
and other essential supplies in India resulted in corruption rn unly 

because they lacked in simplicity. 

{d) Canon of Variety. It is also necessary that the tax system 
of a country should be diversified. Kelianco on just a few taxes is 
riskv. Tiie revenue will not be sufficient nor will it lie fair because 
it will not touch a large number of people. It order to be just, a tax 
svstem must be broad-based. In order to be adequate, it must be 
diversified having a wide coverage over commodities and persons. 


These are some important principles of taxation. Now let us 
consider some principles of public expenditure. 

Principles of Public Expenditure. In early times, tbe 
main object of public expenditure was to maintain an army to protect 
Z couitry against invasion from abroad and a police force to 
maintain lL and order at home. As time passed, most States 
developed into Welfare States. Their objective is now not merely 
‘noliciug’ the nation. Oo the other build, we find, that tli> re is no 

Hocial activity which a State does not regulate. Vaot sums of money 
Bocial activi y knQwn UB beneficent activities. Free primary 

ine ataie iouay b . rolled out' and tlm welfare of the 

isns ss." -.. 

transport and foreign trade ^ ^ ^ today js 

to secure the'welto of the largest muub. 

production, 0 ftli ' ,roVi ' le th ° 
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possible measure of social security, to protect the land against 
foreign invasions, to maintain law and order at-home and to deal 

out even-handed justice. 

The following are the main principles of public expenditure : 
Maximum Sochi Advantage. The most fundamental 
principle of public expenditure is that it should cooler maximum 
social advantage rather than benefit any particular class or miitviduaU 
tt is to be for the benefit of the society m general and not any 

particular section of it. - ^ 

(,i) Economy. Wasteful expenditure should be avoided. But 
economy dee* not mean niggardliness or mi-erliness. An eye «hou d 
be kept on the return expected fiom a particular expenditure, llitra 
.should be no extravagance. A particular objective should he achieved 

with minimum ol expense. 

hii) Saudi m. No expenditure should be incurred without its 
being sanctioned by a competent authority. In this way improper 
expenditure can be avoided. 

i i„) Butane d Budget. Ever-recurring deficits in the budgets 
should be avoided. Every elTort should be made to balance a 
budget. A sensible State is expected to cut its coat according to 

its cloth. . a a 

(v) Elasticity. Public expenditure should not be rigidly fixed 

for all times. Otherwise it will not bo possible to reduce it when 
necessary. Permanent commitments are to be avoided. 

(n) Beneficial IJJ els on Production arid Distribution. Public 
expenditure should he & o arranged as to encourage production. It 
should also reduce inequalities of wealth distribution. That is why 
a large proportion of expenditure is now directed towa.ds benefiting 
the poor. Hence public expenditure should have wholesome effect 
both on production and distribution. 

These are a few important principles of public expenditure. 

WHAT WE GATHER FROM THIS CHAPTER 

Meaning of Public Finance. Every Government bus certain funotioDS to 
perform on which it spends tho money that it collects through taxes and other¬ 
wise. This was true in old times and is equally true today. 1 his process of 
getting income by a State and spending it is called Public Finance. 

Importance of Public Finance. The State has how many more duties 
than over beforo. It gets more money und interferes with life in every way. 
Thun this department bus become very important today. Its importance also 
I e« in the fact that it is being used to reduce inequalities, and do social justice. 

Functions of Government. Today Governments perform many more 
functions limn beforo. opinions differ about what they should do. But certain 
thing-* are agreed by ull. Pre.-ervotion of law and order, defence of the country, 
provision of education, roads, etc. are accepted by idl schools of thought. Such 
duties arc el issdied as protective, developmental, commercial and public utility 
services. For these, funds are needed. 

Difference between an Individual Finance and State Finance. Boto 
nord wealth lor satisfying their wants, but— 

(1) An individual's income determines his expenditure whereas the 
State arranges f<>r an income whir h it needs. 

2) A public authority can vary its income and expenditure withitt 
limits but un individual cannot do so. 
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(3) A public authority does not discount the future at so high a rate 
as an individual does. 

(4) Surplus budgeting is not necessarily a virtue for the State, but it 

is so for the individual. 

ffl) Yearly budgets for the State and no period for the individual. 

(6) Secrecy in individual finance and publicity in State finance. 

(7) No internal borrowing for the individual. 

Sources of Public Income. Thero are four main heads : Taxes, Prices, 
Fees and Assessments, and Loans. 

Taxes The most important source of revenues today i« taxation. A tar 
a ucompulsory contribution oj the wealth oj a person or body oj persons for the 
services of the public powers ”—(Bastablo). It is a compulsory charge and is 
not a pa} ment for a definite service. 

Prices are charged on sale of the services of business enterprise, e.g. 
railway, tram, postal service, etc. 

Fees ore payments for benefits received. 

An assessment is a spocial fee for a special State service, e.g. a . anal or 
% road, drainage, streot paving, etc. 

Loans are borrowed for special purposes, e.g. war oi economic development. 

Ohiects of Taxation. A tax is levied (a) to raise revenues, (6) to check 
the production or consumption of some harmful drugs, (c) to protect home 
industries, or (d) to level up differences in incomes to Home extent. 

Principles or Canons of Taxation. Adam Smith’s canons 

(1, Canon of Equality or equity, i.e. there should be equality of burden 
among tax payers. The difficulty is how to put this rule into 

practice. . 

12 ) Canon of Certainty. Every tax-payer should be certain about the 
nature and amount of payment he is to make. 

(3) Canon of Convenience. A tax should be charged in a manner 
convenient to the payer. 

|4) Canon o/ Economy. A tax should not cost too much for it. 
col loot ion. 

l .<.r Caoons. Somo further principles have been added to the four 
L ", Thov aro the canons of j*odnclivity (capacity to yield good 
(capacity to increase yield automatically), nmpltcuy (the tax 
-Sr^rtaLab,) and vlriety (a largo variety of taxes than just 

a few ones). 

Principle, of Public Expenditure. The ..in principles ore : 

(») Maximum social advantage. 

(«) Economy. 

(tit) Sanction. 

(tv) Balanced Budgets. 

(t>) Elasticity. 

(vi) Beneficial efTocts on Production and Distribution. 

CAN YOU ANSWER THESE QUESTIONS ? 

, Why do., aoo.rnm.nt n..d reeer.u. f Point out th, import 

2. Describe the main heads of revenue and expend f. (A - mer jg 55) 

and give brief comments on each item. wl amps, share 

I Heads of revenue J Land revonuo. forests, cxci . > 

in income-tax and central excise, sales tax. cnt.-r.amn out ax. cto. 

Heads of expenditure : Agriculture, industries.: ro “' ( 
public health, police, civil administration, irrigat . 
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3. What are the principal sources oj revenue and heads oj expenditure of^a 

modern State f ^ of reven ue : Income tax, customs, excise, railways, post 

and telegraph, death duties, wealth tax, etc. 

Heads of expenditure: Defence, transport and commumcation, 
education, medical aid, irrigation, social insurance, public debt, 

administration.) . . * 

4. How would you classify public ex penditure ? What are the pnnerp^ 

turns of expenditure oj the Indian Unton ? [ * ^ (f 

5. Write a short note on the doctrine of maximum social advantage as 

aim of Publtc Finance . [So© Sec. 3.] 

6 . What i, Public Fiuaucc t 1* there any ^ 

7. What do you understand by public works t Why are they undertaken by 

public bodies rather than by indii'iduals f 

[Roads, bridges, hospitals, etc. They are too huge for individual 

efforts, and are of equal benefit to all.] 

8 . What is a tax? Distinguish it from (i) a fee, (ii) a penalty, and (m) 

a price [See Sec. 6.] 

9. Differentiate'protective'from revenue duties. What are the motives kept 

in mind by the authority while lei-ying a tax f 

[Protective duties are levied primarily for giving protection to homo 

industries, whereas the primary purpose of the ° 

raise revenues. There is a greater continuity in the former than 

the latter. Further see Section 6.] 

10. Explain in brirf the principles of taxation. Give .TZ^raiion,. 

[See Sec. 6.] < J * * K * J95S ' U * 1 J ' 

°r 

Define a tax. What are the canons of taxation f (Rajasthan Pre-Unxv. 1960) 

Or 

State and explain Adam Smith's canons of taxation. (Utkal 1959 Suppl.) 

11. Explain the. main canons of taxation. How far do the chief taxest in your 

conform to these canons t * 

12. "The rich should be taxed proportionately more than the poor." Discuss. 

’ [Sec Sec. 6 («)] ( Bihar 1956 > 

13. Discuss the principles of taxation. H'Aat are the dangers pf 

these principles f [Sec Sec. 0.] (P.U.1951) 

[If these principles are ignored, either the revenue will shrink or 
thero will bo a grave discontent among tho people.) 

14. What are the characteristics of a good tax system t 

[See next chapter Sectiou 8 and this chapter Seo. 6 ] 

t ( TXr\ m tut 11 IQS?\ 


15. Take up two of the well-known taxes in our country and discuss how far 
they satisfy the well-known principles of taxation 

[Seo part II, Chapter on Taxation.] 

16. Lay down a few priticiyles of public expenditure . [See Sec. 7.) 

17. Discuss the principles of public expenditure. Distinguish between current 

and capital expenditure. [Seo Sec. 7.] (P.U. 1959 Supp.) 

18. Discuss the theory of maximum utility in public expenditure. 

(C.U.B. Com. 1926) 

[Seo Section 7. Expenditure should bo aimed at promoting public 
welfare. Public expenditure should not absorb an unduly large 
rortion of the income of tho citizens, it should avoid unnecessary 
wastes ; and it should be elastic.] 


PUBLIC FINANCE 



39. Define Taxes. Distinguish between : 

(a) Income Tax, Excess Profits Tax a»d Super Tax. {P.U. 1942, 47) 

(b) Progressive Tax and Proportional Tax. 

(c) Specific Duty and Ad Valorem Duty. {P.U. 1944) 

[(a) Income tax is levied on the income. Excess profits tax was levied 
during the war on the extra income earned by people due to 
extraordinary con litions and not due to any ability. Super-tax is 
imposed on very high incomes. 

(b) Progressive Tax means higher incomes are taxed at higher rates, 
while in the case of proportional tax, the rate of tax is the same 
whatever the income. 

(c) A specific duty is levied according to the weight of the commodity; 
on the other hand ad valorem is levied in proportion to the value of 
the commodity.) 
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CHAPTER XXXI 

TAXES 

“Pluck the gooae without Us squealing ” 

Burden or incidence of a Tax. Having disoussed the 
objective of taxation, we are faced with the problem of distribution 
of the burden of taxes. In old times, kings used to charge taxe» 
caring little for the suffering involved and as to who suffered. Hut 
things are different today. Before taxes are levied, their immediate 
and long-range effects are worked out, their burden on different 
people carefully calculated and taxes classified. Efforts are made to 
discover as to who immediately pays the tax and to whom it is 
ultimately shifted. Only thus can the real burden of a tax be found 
and adjusted to suit different classes. 

3. Kinds of Taxes. Taxes may be (») proportional, (it) 
progressive, (t»i) regressive and (iv) degressive. 

(i) A ’proportional tax is one which takes out of the pockets of 
every person exactly the same percentage of income. For instance, 
a tax on all incomes, big or small, at a flat rate of say 5% would be 
a proportional tax. Such a tax is very simple and does not change 
the level of distribution of wealth. But obviously poorer people with 
smaller resources are hit harder in this system. Consequently in 
modern taxation proportional taxes have been given up in favour of 
progressive taxes. 

(»») A progressive tax tries to distribute the sacrifice in a more 
just manner. The higher incomes are charged at a higher rate. Since 
the marginal utility of money falls with its increase, richer people 
have a greater capacity to pay taxes. Besides, progression reduces 
inequalities in wealth to some extent. The rioh are made to pay 
increasingly higher taxes for helping the poor. As the progressive 
method of taxation involves less total sacrifice, most States, inoludiDg 
India, have adopted it. 

Progressive taxation is quite reasonable in theory. But in 
practice it is difficult to decide the rate of progression which will bring 
about equality in sacrifice. The usual practice is to go on increasing 
the rate till the tax-payer starts ‘squealing’. It should be remembered 
that very high rates of taxes on income check investment and 
production. The correct rates are discovered only after a great deal 
of experimenting. India has introduced fairly steep progression in 
taxes on income. Thus incomes at the higher stages pay more than 
8 88. in the rupee as income tax. 
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(»ii) A regressive tax is one which is charged from the poor at a 
higher rate than from the rich. There is no justification for taxing 
higher incomes at lower rates. The system is unjust. It has only 
one thing in its favour and that is that as poorer people are more in 
Dumber, such a tax brings in greater revenue. But regressive (ares 
are bad in 'principle and shoul d be avoided as far as possible. In fact, 
they do not figure in the tax systems of modern States. The rent 
on lands in India has been criticised on this ground. It hits the poor 
peasant much harder as his income is very small, sometimes not even 
enough to live upon, and yet he has to pay rent at the same rate as 
the biggest landlord. 

( iv) A degressive tax increases as the income rises, hut the rate 
does not increase in the same proportion as the income. It is so to 
say, a milder form of progression which means that larger incomes 
make a lower relative sacrifice than smaller incomes. 

A uelUthought-out system of progressive taxation is t‘>e best under 
all circumstances. India'is gradually evolving an excellent system of 
taxation. Except for the tax on lands, which still remains defective, 
we have quite a scientific and just system of taxation comparing 

favourably with most other countries. 

3 . Direct and Indirect Taxes Another distinction of no less 

importance is the one between direct and indirect taxes. Generally 
taxes on income are ‘direct’ and those on goods ‘indirect. A direct 
tax is one which is really paid by the person on whom it is legally 
imposed while an indirect tax is imposed on one person but is paid 

partly or wholly by another.” (Dalton) . . 

Impact , Incidence and Shifting. Supposing a tax is levied on 

house-owners. Being compulsory they have to pay it or, m span ic 
terms, the 'impact' of the tax is on them. ‘Impact here means 
‘burden’. Naturally house-owners will not pay it quietly. Apar, 
from efforts to get it repealed, they can try to make it up by raising 
their rent charges. The tenants, too. will try to avoid it but 1 
they cannot get alternative accommodation, they have no option but 

to sufTer the increase in rout. The house-owners have, so to say 
11 shifted their burden ” to their tenants. But this shifting ina. 
oven further. Suppose the tenants are employed in offices an. ^ 
well organised. They can demand house rent ai owan f " 
salaries. If they succeed, the burden is shifte* o u I . • 

The employers in their turn may raise tfio price of their l , ^ (t ‘ J ^ 

aud make their customers pay the tax i his { ; 

length. But somewhere it must come to an end The real uni . 

will then be borne by the people who cannot pus!, it anv f »r 1 - 
The ‘incidence or the real weight of the ax ^ 

Shiftin', mart, with impact and tndttn ,ncukacr. 
may be on one set of persons and the incidence on a different 7 P 

° lt0ge Now 'a direct tax is one whose impact and incidence are 
on the same person' i.e. the tax-payer is aim the tax-hcarc^^J 
indirect tax on the other hand, is one of w^ch he mpact 
and incidence are on different persons, t.e. Ithon < ■ « '< * ' 

the tax. J.S. Mill defines a direct tax as one which is levied on 
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same person who is desired to pay it ( e.g. income tax or death duties). 
An indirect tax, conversely, is one which is levied on one person with' 
the expectation or intention of its being shifted to some other person 
{e.g. taxes on commodities like sugar, tobacco, steel, etc.). 

4. Advantages of Direct Taxes. Direct and indirect taxes 
have advantages of their own. Direct taxes have some merits and 
so have the indirect taxes. Direct taxes have the following advantages- 
in their favour :— 

(1) Equitable. The burden of direct taxes cannot be shifted. 
Hence, equality of sacrifice can be attained through progression.. 
Lowest incomes can bo exempted. This cannot be achieved by taxes- 
on commodities which fall with equal force on the rich and the poor. 
The tax raises the price of the commodity and the price ot a 
commodity is the same for every person rich or poor. 

(2) Economical. Their cost of collection is low. They are 
mostly collected “at the source.” For instance the income-tax is- 
deducted from an officer’s pay every month. This saves expense. 
The employer acts as an honorary tax collector. This means great 
economy. 

(M) Certain. In the case of a direct tax, the payers know how 
muc h is due from them and when. The authorities also know the 
amount of revenue they can expect. There is certainty on both 
sides. Certainty minimises corruption on the part of collecting 
officials. 

(4) Elastic. If the State suddenly stands in need of more funds- 
in an emergency, direct taxes can well serve the purpose. The yield 
from income tax or death duties can be easily increased b} r raising 
their rate People cannot stop dying for fear of paying death duties. 

(5) Productive. Another virtue of direct taxes is that they are 
very productive. As a community grows in numbers and prosperity, 
the return from direct taxes expands automatically. The direct taxes 
yield a large revenue to the State. 

(6) A means oj developing civic sense. In the case of direct 
tax. a person knows that he is paying a tax, he feels conscious of his 
rights. He claims the right to know how the Government uses his 
money and approves or criticises it. Civic sense is thus developed. 
He behaves as a responsible citizen. 

5 . Disadvantages of Direct Taxes. (1) Inconvenient. The 
great disadvantage of a direct tax is that it pinches the payer. He 
‘squeaks’ w hen a lump sum is taken out of his pocket. The direot 
taxes are thus very inconvenient to pay. Nobody can help feeling 
the pinch. 

(2) Evadable. The assessee can submit a false return of income 
and thus evade the tax. That is why a direct tax is ‘a tax on 
honesty.’ There is a lot of evasion. Many of those who should be^ 
paying taxes go scot-free by concealing their incomes. 

(3) Arbitrary. If taxes are progressive, the rate of progression' 
has to be fixed arbitrarily ; and if proportional, they fall more heavily 
on the pooi-. Thus both are bad. The rate of taxes depends upon 
the w him of the Finance Minister. This is arbitrary. 
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(4) If the taxes are too heavy, they discourage saving and 
investment. In that case the country will suffer economically. This 
is what happened in India. The Liaqat Ali Budget (1947-48) 
discouraged investment and enterprise in India. It did lot of damage 
to Indian business and industry. 

Conclusion On the whole , the advantages of direct tares more 
than outweigh their disadvantages. At any rate, there is no escape. 
Direct taxes have to be imposed to carry on the business of the Stale. 

6 . Advantages of Indirect Taxes. Indirect taxes have 
advantages of their own. Briefly speaking, (1) they are the only 
means of reaching the poor. It is a sound principle that every indi¬ 
vidual should pay something, however little, to the State. The poor 
are always exempted from paying direct taxes. They can be reached 
only through indirect taxation. 

(2) They are convenient to both the tax-payer and the Stale. The 
tax-payers do not feel the burden much, partly because an indirect 
tax is paid in small amounts and partly because it is paid only when 
making purchases But the convenience is even greater due to the 
fact that the tax is “price-coated.” It is wrapped in price. It is 
like a sugar coated quinine pill. Thus a tobacco tax is not felt when 
it is included in the price of every cigarette bought. It is convenient 
to the State as well which can collect the tax at the ports or at the 
factory. A dealer collects the tax when he charges a price. He is 
an honorary tax collector. 

(3) Indirect taxes can be spread over a wide range. Very heavy 
direct taxation at just one point may produce harmful enects on 
social and economic life. As indirect taxes can be spread widely, 
they are more beneficial and suitable. 

(4) They are easy to collect. Collection takes place automatically 
when goods are bought and sold. 


(5) They cannot be evwled, as they are a part of the price. They 
can be evaded only when the taxed article is not consumed, and this 
may not be always possible. 

(0) They are very clastic in yield if imposed on necessaries of 
life which havo an inelastic demand. Indirect taxes on necessaries 
yield a large revenue, because people must buy these things. 

(7) When imposed on luxuries or goods consumed by the noh 
they are equitable. In such cases only the well-to-do-w ill pay the tax. 

(8) They check consumption of harmful commodities. That is 
why tobacco, wine and other intoxicants are taxed. 

7 . Disadvantages. Indirect taxes have some disadvantages 
too which are as follows :— 

([) They are regressive. Indirect taxes are not equitable. 1-or 

instance, salt tax in India fell more heavily on the poor than on the 
rich, oh it had to be paid at the some rate by all. 'VI other a r 
man buys a commodity or a poor man, the price in 1 
the same for all. The tax is wrapped in the pnoo. Hence noh and 
poor pay the same amount which is obviously unlair. 
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(2) They are uncertain of return unless necessaries are taxed. 
In the case of goods with an elastic demand, the tax might not bring 
in much revenue. The tax will raise the price and reduce the 
demand. When the thing is not purchased, the question of the tax 

payment does not arise. 

(3) They cause the price, of an article to rise by more than 

A fraction of the money unit cannot be calculated, so every midd e- 
man tends to charge more than the tax. This process is cumulative. 

(4) They are uneconomical. The cost of collect ion 19 quite 
heavy. Every source of production has to be guarded. Large 
administrative staff is required sometimes to administer such taxes. 
This turns out to be a costly affair. 

(5) They do not develop civic consciousness, because many times 
the tax-payer does not even know that he is paying a tax. The tax 
is concealed in the price. 

( 6 ) They discourage industries if raw materials are taxed. 

In answer to the question whether direct or indirect taxes 
are better, much can be said on both sides. But, it is safe to conclude 
that no country can do with one type only. Both typos have to be 
mixed in a good system of taxation. The rich can be taxed best 
directly but pockets of the poor have also to be tapped through 
indirect taxes. Nowadays, when State intervention is assuming 
greater importance, substantial amounts are required for the dis¬ 
charge of its multifarious activities Neither the direct nor the 
indirect taxes alone can raise this much revenue. Both are necessary. 

Their relative importance depends on a number of factors, such as 

distribution of income, nature of economic system, stage of economic 
development, etc. Thus the discussion of the relative merits and 
demerits of direct and indirect taxes is only academic. It has no 
practical importance. 

8 . A Good Tax System. A good tax system is one in which 
most taxes conform to the main canons of taxation. They should be 
equitable, i.e. they should be according to the tax-payer's ability to 
pay. They should be convenient, so that the tax-payers can easily pay 
them. They should be economical, so that the cost of their collection 
is low. Moreover, both the tax-gatherer and the tax- payer should 
know clearly the amount to be paid. Further, the tax should he 
elastic, simple to understand and adequate in yield. 

Not only should a good tax system conform to the canons of 
taxation, it should also include taxes on necessaries and taxes on 
luxuries, indirect taxes as well as direct taxes. The tax system 
should be broad-based. Diversity in taxes will prevent anomalies. 
The defects of one tax will be neutralised by merits of another. “A 
tax should hear lightly on many points and heavily on none.” 

It is also necessary that the taxes should be such as cannot be 
easily evaded. They should admit of efficient administration. 

Finally, the tax system should not be a collection of various 
unco-ordinated taxes. It should be a system in which each tax fits 
in properly. The taxes should not pull in opposite directions. For 
instance, to levy a protective duty and also an excise duty on the 
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•same good ordinarily will defeat the very purpose of the protective 

7 To judge a tax system we should consider it as one whole rather 
■than pick out single taxes for consideration. 

q Finance in Emergencies and for Capital Expenditure, 
■e.g. wars, development plans, etc. In times of war and «-mergenc>, 
things are abnormal The financial policy of the Government, there- 
.fore, has to be changed to meet this emergency. 

In times of war, the question of finance is of secondary 
tance. The question that a nation asks is not Can we aft 
'but “Is it possible ?“ Money is only a camp follower. 

In war time, every resource of the nation is at the t isposa <> 
the State fncSn s e manpower. The State raises = h r0 „ g 
taxation and with it buys the goods and services it requires H 
needs are so large that taxes alone cannot cover them t has to 
proceed by compulsion, by conscription, by control of labour, 

rationing and allocation of resources. 

All this money has to come from somewhere. Following 

:the main sources of income in war time • 

1. Increased taxation. A sound policy is to push the tax rates 
♦a tlift limit that they can be reasonably borne by the tax-payers. 
Too heavy at, ,Ln of taction will cause discontentment Not on y 
are the rates ol existing duties raised but new sources of revenue 

have also to be discovered and tapped. 

2. Income from it. own Property. Every govermn.u. derive 

certain income from Crown lands, government factories and 
social insurance funds 

3. Foreign Borrowings, as the British Government, did during 
the last war in the United States and in Canada. 

4. Horn Borrounrujs. By every method of publicity rt jf icat( .^ 
ment exhorts the people to invest in war bonds, defence 

6t0 ' 5. Creation of Honey. If the above methods fail to bring 

necessary funds, resort has to be taken to print, nolee. Bu ^ 

•very dangerous method because it brings about inflation witu 

Big capita] expenditure as on the economic develop,nent pi 
is also met in the ways mentioned above. 

WHAT WE GATHER FROM THIS CHAPTER 

I Tim buidon full- OQ * *** 

Barden of Tax. Taxes ore Hocnetiraos -hifted. 

.pewon who pays it in the end. ..Untied ,n 

From the point of view of thoir nature and burden. tax, 

ithofie ways. A tax may be : poorer |M} ,,,lc 

(1) ProjHjriional i.e. levied a! the sau,e rale on nil *»‘« m 

aro hit harder by Buch taxes. i||COm „ uu reases. 

(2) Progressive in which the rate of toxotionriBOH „ x emptod 

Thi« «y-tem attempt* ‘ w c Yffl^uTiB of dedding the exact progre.- 
for the wune reason, i « ie ul1 / 1 

-ion. 
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(3) Regressive, which falls at a higher rate on the poor people; a very~ 
unjust system. 

(4) Degressive which has a diminishing progression. This too is not so good- 

A tax may be direct or indirect . A tax is direct when its real burden- 
remains on the man on whom it is imposed. In certain cases, however, the reaU 
burden can be shifted on to other shoulders. Then the tax becomes indirect. 
Nominal burden is called Impact and real burden Incidence . 

Advantages of Direct Taxes : 

(1) Equitable . Equity can be attained through progression on rising 
incomes. 

(2) Economical. Being collected at the source, the cost is low. 

(3) Certain . The taxing authority and the tax-payer should know the- 
amount of the tax. 

(4) Elastic . Yield can be increased by raising the rate of taxation. 
(6) Productive. The yield from a direct tax increases with growing: 

population and prosperity. 

(0) Civic sense is developed among citizens. 

Disadvantages : 

(1) Inconvenient . The poyer feels a pinch in paying the tax in cash. 

(2) Evadable. Direct taxes can be evaded by means of false returns. 

(3) Arbitrary . The rate of progression has to be fixed arbitrarily. 

(4) Too high direct taxes discourage saving and investment. 

Conclusion . On the whole, direct taxes have more good than bad points. 

Advantages of Indirect Taxes : 

(1) They are the only uay of reaching the poor . 

(2) Convenient to pay. They ore paid at a suitable time and are hidden-: 
in price. 

(3) They can be spread over a wide range # 

(4) Easy and economical to collect. 

(5) No/ evadable in an illegal manner. 

(6) Elastic in yield when necessaries are taxed. 

(7) Can help in checking the use of harmful articles like opium. 

Disadvantages of Indirect Taxes : 

(1) Regressive. The same rate has to bo paid by everybody, however*, 
poor. 

(2) Unco lain of result in case of non-necessaries. 

(3) Cause price to rise unduly . Every middleman adds something. 

(4) Uneconomical. Checking is expensive. 

(6) Do not develop anu civie sense as they are concealed in the prices paid. 

(6) May discourage industries if raw materials are taxed, 

A Good Tax System. A good system of taxation has to embrace both* 
direct and indirect taxes. The system as a whole should satisfy various princi¬ 
ples of taxation. It should conform to the various canons of taxation. It 
snould be composite. It should be broad-based. Evasion should be difficult. 
The system as a whole should bo a co-ordinated one so that one tax is not • 
incompatible with another. 

CAN YOU ANSWER THESE QUESTIONS ? 

1- Explain the meaning of *incidence' of a tax. Distinguish it from the effect 
of the tax. 

[See Sections 1 and 3. Effect is different from the ‘burden* of a-- 
tax. Effect may be to check people from consuming an article due- 
to the incidence of the tax.] 
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2. What is Progressive Taxation ? 

On what grounds do you justijy Progression ? 


(P.U. 1930) 

" _ _. [See Sec. 2.) 

[It can be justified on the principle of equality or justice. It is 
ha9ed on the law of diminishing utility.] 

3. Distinguish betu-een progressive and proportional taxation and consider 
their advantages and limitations. 

fSee Sec 2.1 IC.V. B. Com. 1941 ; C.U. 1934 ; Agra 1936 ; Darra 
tk J 1942 ; Ban. 1938 ; Mad. 1937 ; Pun. 1938 ) 

4 Distinauish between Direct and Indirect taxes. Discuss their relative 
merits and demerits. [Rajasthan Inter. I960; Ajmer Board Inter, i960; P.U. 1959 ) 

[See Secs. 3 to 7.] 

5. Explain : 

(t) Shifting. 

(it) Impact. 

(tit) Incidence. 

(tv) ‘ Proportional' tax. 

(For (t), (ti), (tit) see Secs. I and 3. For (tr), see Sec. 2.J 

6. Name three direct tares which are levied in India. Bring out the merits 

and demerits of direct taxes with special reference to these tax es. 

7 Give three examples of indirect taxes and with reference to them e,plain 

the merits and demerits of indirect taxes. 

H Discuss the main considerations which usually underlie 
taxation in a country. (See Sec. S.) ( , 

1*. Take two of the well-knou n taxes in our country and discuss how Jar u.eg 

satisfy the well-known principles of taxation. 

10. How would you judge if the tax system in our country is 

f 8ec. 8.] . 

11. How are fund, raised /or war or for financing development plan,. 

Illustrate from India’s five-year plans. 



CHAPTER XXXII 

SOCIAL ACCOUNTING 


i. Introduction. It has long been considered wise for an 
individual and necessary for a business concern to keep a correct 
account of its receipts and payments. Now it is being ? 

realised that such accounting is also very necessary for the national 
economy as a whole and for the various parts into which it may be 
split up for the sake of convenience and clarity. The resulting system 
of accounts is called social accounting. Some of its basic points, so 
far a* it concerns the economy as a whole, are briefly disoussed 

below 

2 National Income and Related Concepts. Grow National 
Product at Market Prices. Gross National Product la the market 
value of the output of goods and services produced by the nation s 
economy before deduction of the charges for deprecation and 
obsolescence. Depreciation means the loss of va lie suffered by the 
nation's stock of fixed capital (including buddings, machinery, 
equipment, etc.) through wear and tear. Obsolescence refers to the 
loss of value suffered by such capita! through becoming out-of-date, 
hence requiring replacement. 

The gross national product at market prices may be obtained 
bv adding up (1) what private persons spend on consumption (i.e. 
personal consumption expenditure ), (2) what private business spends 
on replacement, renewal and new investment (».e. gross domestic 
private investment ), tf) what the rest of the world spends on the output 
of the national economy over and above what this economy spends on 
the output of the rest of the world (i.e. export surplus or net foreign 
investment ), and (4) what the government spends ou the purchase of 
goods and services (i.e. government purchases). Clearly the gross 
national product at market prices measures the total amount spent 
on, or the aggregate effective demand for the output of the concerned 

economy. 

Net National Product at Market Prices. When charges for 
depreciation and obsolescence are deducted from the gross national 
product at market prices, wo have net national product at market 
prices. Clearly, it measures the market value of that part of the 
national output that can be used while leaving the nation’s stock of 
capital intact. 

Net National Income at Factor Cost. It is the total of all income 
payments according to factors of production. The difference between 
net national income at factor cost and net. national product at 
•market prices arises from the fact that indirect taxes and subsidies 
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cause market price of output to be different from the factor incomes 
resulting from it. If, for instance, Rs. 2 paid for a yard of mill cloth 
include 25 nP. on account of the excise and the sales tax, while the 
market price of such cloth is Rs. 2 a yard, the factors engaged in its 
production and distribution would receive Rs. 1*75 a yard. The 
value of cloth at factor cost would thus be equal to its value at 
market price less the indirect taxes on it. On the other hand, a 
subsidy oauses the market-price to be less than the factor cost. 
Suppose handloom cloth subsidized at the rate of 19 nP. a yard sells 
at 81 nP. per yard. Then while the consumer pays 81 nP. per yard, 
the factors engaged in the production and distribution of such cloth 
will receive Re. 1 per yard. The value of handloom cloth at factor 
cost would thus be equal to its market price plus the subsidies paid 
on it. 

It follows that the net national inoome at factor cost is equal 
to net national product at market price plus subsidies minus indirect 


taxes. 

Net Domestic (or Geographical) Product at Factor Cost. It refers 
to the net factor income generated on the national territory. I he 
difference between net domestic product and net national income at 
factor cost arises from the fact that a part of the factor income 
generated on the national territory may accrue to factors supplied by 
foreigners, while a part of the factor income that accrues to the 
nationals of this country might have been generated abroad The 
excess of the factor income earned abroad by the nationals of a 

country over the income earned here by foreign nationals measures 
its net income from abroad. Net national income at factor cost 
minus net income from abroad gives the net domestic product at factor 

cost. 

The relationship between these national income concepts may 
be illustrated with reference to the social accounts ot the t inted 


States for 1956. 


($ million) 


(1) Personal consumption expenditures 

(2) Gross private domestic investment 

(3) Net foreign investment 

(4) Government purchase of goods and services 


267,160 

65,9-3 

1,376 

80.227 


( 5 ) Total (Gross National Product at market 

(6) Less : Depreciation and obsolescence 

(7) Equals : Net National Product at market 

prices . . 

(8) Less : Indirect Taxes minus subsidies 

(9) Equals : Net National Income at Factor cost 


414,686 

34,266 


3,80,420 
36,80 I 
343,620 


a Measurement of National Income. Since factor incomes 

iritse from production of goods 

expended on goods and services produced, thre 

>f measuring national income are possible. 
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(a) The Product Method. Under this method, the value of the 
,ross product (sales plus self-consumption plus increase m stocks) of 

all producers in an industry is summed up and from this total are 

deducted the purchases of these producers from other producers, 
the value of the intermediate products, and the depreciation of 
equipment used up in the process of production. This gives the net 
value added by these producers or their contribution to the net 
value of aggregate national output. A net figure of this kind is 
estimated for each individual industry. These estimates are then 
summed up. This gives the net domestic product at factor cost 
classified by industrial origin. The addition of net income-from 
abroad to this aggregate would give net national product or national 

income at factor cost. 


(6) The Income Method. Under this method, the incomes that 
accrue to the factors of production provided by the normal residents 
of the national territory are summed up. This gives the national 
income classified by distiibutive shares. 


(c) The Ecpenditure Method. Under this method, the personal 
consumption expenditures, the gross private domestic investment, 
the net foreign investment and the government purchase of goods 
and services are added up to obtain, as explained in the earlier 
section, the gross national product at market prices. Necessary 
adjustments are then made to reduce this total into net national 

income at factor cost. 


Factual Illustration. That all the above three methods of 
national income estimation lead to the same figure, if all constituent 
items are treated consistently in the three cases, may be illustrated 
with reference to the United States national income accounts for 


1956. 


1 . 
*■» • 

3. 

4. 

5. 
0 . 
7. 
S. 
9. 
10 . 


First Method : U S. National Income by Industrial 

Origin, 1956 


Agriculture, Forestry and Fisheries 

Mining ••• ••• 

Contract construction 

Manufacturing 

Wholesale and retail trade 

Finance, insurance and real estate 

Transportation 

Communication and public utilities 
Services 

Government and government enterprises 


($ million) 
16,084 
6,050 
17,704 
108,075 
57,874 
30,932 
16,713 
12,499 
35,550 
40,07i> 


11. Total : Net Domestic Product ... 

Plus : 

12. Net income from abroad 


341,559 

2,061 


13. Equals : Net National Income 


343,620 







Second Method : U.S. National Income by Distributive 

Shares, 1956 




(§ million) 

1 . 

Compensation of employees 

241,372 

2 . 

Income of unincorporated enterprises 

39,617 

3. 

Rental income of persons 

10,322 

4. 

Corporate profits 

40,449 

5. 

Net interest 

11,860 

• 6 . 

Total : Net National Income 

343,620 


Third Method : U S. National Income by Types of 


Expenditure, 1956 




($ million) 

1 . 

Personal consumption expenditures 

267,100 

2 . 

Gross private domestic investment 

65,923 

3. 

Net foreign investment 

1,376 

4. 

Government purchase of goods and services 

80,227 

5. 

Total : Gross National Product at Market Prices ... 

414,630 

6 . 

Less : Depreciation and Obsolescence 

34,260. 

7. 

Equals : Net National Product at Market Prices ... 

380,42ti 

8 . 

Less : Indireot taxes minus subsidies 

36,80d 

9. 

Equals : Net National Income 

343,620 


4. Allocation of National Income between Consumption 
and Saving. To the extent national inoome is spent on the main¬ 
tenance of the current life of the community, it is said to be allocated 
to consumption. The balance of national income constitutes the 
country’s saving. For instance, in the United States, where all pur¬ 
chases by the government are classed as current or consumption 
expenditure, the allocation of national income between consumption 
and saving in 1950 was as follows : 


(S million) 

Gross Consumption Gross 


income saving 

Persons 287,202 267,100 20,042 

Business 40,882 ... 40,882 

Government 104,218 ... 4,770 

Statistical 

Discrepancy ... 99,642 

432,302 360,702 05,700 


Depreciation Net 

saving 


• M 

34,266 

• • • 


20,042 

0,010 

4,776 


• • • 


1.509 


34,266 33,033 


4 Allocation of National Expenditure between Con¬ 
sumption and Investment. National expenditure consists of two 
types**of expenditure : consumption expenditure and investment 
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expenditure. The first, as mentioned above, is incurred on maintain¬ 
ing the current life of the community. The second goes either to add 
to its domestic and foreign assets or to reduce its foreign liabilities. 
The position in the U.S.A. in 1956 was as follows : 

($ million )> 

1. Gross private domestic investment in fixed 


Capital ••• 161,369' 

t. Investment in inventories or stocks ... 4,564 

3 . Net foreign investment ... 1,376 - 


4. Total (Gross investment) ... 67,299- 

5. Less : Depreciation ... 34,266 


6 . Equals : Net investment ... 33,033 - 


Equality of Saving and Investment. The data on the allocation- 
of U.S. National mcome between consumption and saving, and on the- 
allocation of U.S. national expenditure between consumption and 
investment bring out an important fact, namely, that saving is equaL 
to investment. A nation saves what it invests, both within and 
outside the country. 

6 . Social Accounting in India. Its difficulties. In India,, 
as in under-developed countries, generally national accounting i 8 * 
beset with several conceptual and statistical difficulties. The most 
important of these are : 

1. A substantial part of the output is not exchanged for money,, 
being either consumed by the producers themselves or bartered for 
other commodities or services. This raises the difficult problem of 
imputation of value to such output. 

2. The bulk of productive activity, especially in the vast field 
outside modern industry, is uuoertaken by unincorporated enterprises- 
where for the most part (as in agriculture and handicraft production) 
either no accounts are kept or are not kept in a form that would 
facilitate the valuation of output. 

3. The available data in most cases are not comprehensive,, 
accurate and up-to-date enough for the purpose of a preoise estimate 
of national income. 

4. Since, over a considerable proportion of the economy, there 
is little specialisation of functions, a precise classification of income 
by industrial origin or by distributive shares is reduced well-nigh, 
impossible. 

7 . The National Income Committee, (1953-54). For long,, 
national income estimation was the work mainly of private effort. 
The estimates not only varied (greatly in territorial coverage, but 
also were little better than rough guesses. Dr. V.K.R.V. Rao’a 
estimation of India’s national income for 1931-32, however, was the^ 
first systematic attempt in that direction. A major step forward 
was taken in July, 1949 when in recognition the importance of 
national accounting, the Government of Ind- formed the National 
Income Unit under the Ministry of Financ. In August, 1949, the- 
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National Income Committee was appointed to “prepare a report on 
the National Income and related estimates to suggest measures for 
improving the quality of the available data and for the collection of 
further essential statistics and to recommend ways and means of 
promoting research in the field of national income”. It submitted 
its First Report in April, 1952 and the Final Report in February, 
1954. Since then the annual estimates of national income are being 
compiled and issued by the Central Statistical Organisation of the 
Government of India. 

Methodology adopted by the Committee. Of the three 
methods of measuring national income described above, the commit- 
teo, because of conceptual and statistical difficulties, did not consider 
the'third method feasible; instead it employed a combination of 
the first and the second methods. First, the total working force and 
its occupational distribution were estimated. The product method 
was then applied to as many seotors as possible. To the remaining 
sectors the income method was applied In a few cases, e.g. small 
enterprises, the net income produced was estimated both by the 
product method and by the income method, but the results obtained 
by tho latter were considered more satisfactory and adopted. I'he 
sum total of the individual contributions of all the sectors gave the 
net domestic product at factor cost. Adjusting for the net income 
from abroad, the estimates of national income for the three years 
covered (1948—51) were derived. 

8. India's National Income. As yet it has not been found 
possible to prepare a complete system of national accounts in India. 
Of the three forms in which national income estimates can be 
measured, so far this has been done only in the first form, namely, 
that by industrial origin. The latest available of these estimates 
are reproduced below : 


India’s National Income by Industrial Origin, 1958-59. 


A. Agriculture 

1. Agriculture, Animal 
Husbandry and An¬ 
cillary Activities 

2. Forestry 

3. Fishery 
Total of A 

B. Mining, Manufacturing 
and Small Enterprises 

4. Mining 

5. Factory establishments 
0. Small enterprises 

Total of B 


Rs. ubja 

Percentage of 

(Rs, 00 crores) 

the total income 

00-4 

48 4 

08 

0'7 

07 

00 

61*9 

49 7 

J-3 

11 

8-0 

10 L 

8-1 

21 T 

17 2 
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Rs. abja Percentage of 
( Rs. 00 crores) the total income 


C. 


D. 


Commerce, Transport 
and Communication 

7. Communication (posts, 
telegraph and tele- 

. phone) 

8. Rad ways 

9. Organised banking 
and insurance 

10. Other commerce and 
transport 
Total of C 

Other services 

11. Professions and liberal arts 

12. Government services 

(administration) 

13. Domestic service 

14. House property 

Total of D 

15. Net domestic product 
at factor cost 

(A + B + C-fD) 

16. Net earned income 
from abroad 

17. Net national output 
at factor cost = National 

Income. 

When a country’s national income is divided by the number of 
its population, we net the per capita (i.e. per head) income in that 
country The per capita income in India in 1957-58 works out- at 
T >, ogo i In other words, the average income-per head in our 
country is hardly Rs. 25 p.m. Clearly this is a very low figure and 
reflects our extreme poverty. A comparison with the per capita 
incomes of advanced countries of the West further underlines the 
fact of our poverty. Take for example Britain, where the per capita 
income amounts to Rs. 3,858, ami the United States, where the 
corresponding figure is as high as Rs. 9,196. Even certain countries 
in Asia have much larger per capita incomes than India, e.g. Ceylon, 
Rs. 541, Japan, Rs. 820. 

A very important cause of poverty in India can be seen from 
ihe above table : agriculture accounts for as much as one half of the 
country’s total output, while industries account tor less than one 
fifth. * In other words, there is a fundamental unbalance in the 

country's economy. 

Our Five-Year Plans aim at increasing our national income at 
a rapid rate. Over the period of the First Five-Year Plan, India s 
national income increased by H-5% 1 . Since population also con- 

1. See Planning Commission, Review of the First Five-Year Flan, May 

1957, p. 8. 
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tmued to increase, the percentage increase during that period m the 

SS. SSR5 =**££3 f “ "i: 

a level that ensures a reasonably good standard ot hun„ 
people. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

, D A * Mirket Price h the market value of the 
Gross National Product at Market rric econoray without 

deducting depreciation ” 0 ,Sconce. lL.y be obtained by adding up the 

-S=25rgrS: 

ciati ' rs&azs » « 

Sttnet factor .cno .aerated 

on tlS^^'ic equal *• - «••«- income factor cost .. 

n<,t '"Measurement ofNatlonal Income aaty ba under.aUea in one or more of 

thc n£MS. 

ss f"°.*.- *° •"" ^ 77 ^ 

up i„r:; ( ‘Z£Z 77777^ accrue to .be res,dent. 

of the national territory. . ,, nnsum ntion expenditures. 

Under tho Expenditure Method. tho • > ‘' r ' for .j, M1 investment and tho 

SSWJMra ir^ r . . .„.„. 

Allocation of National Income and E.pcnduu. t - e< . 0|nm(inity ;« S(Ul , 

income spent on the ® a '^ an The f ba!a«i"'-e constitutes the country’s suving. 

be allocated to consumption. ..onsumotion expenditure and 

National expenditure is of »wo typ«» :„!« current life 
investment expenditure. I lie first is i domestic and loroign 

of the community ; the second goes e.ther to add 
assets or to reduce its foreign liabilities. 

For thc economy oc a .h... caving follu „. in6 

Difficulties of National Accounting 0< ,. hanged for money. 

s r;r^' zzzrsx *—■ *. 

enterprises. , • . ...-curate and up to 

(C, Tho available data often arc no. comprehend c. 

date enough. »hero is no specialization of 

, d] Over the greater part of the economy. there I 

Methodology 8 adopted .by -the 

Income Method. 


1. Ibid. 
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India's National income in 190^*8 wasji 8 ^ 4M%l' 

contributed by the 'C" 10 " ‘commerce, traneport and commum- 

manufactnng and email on P ’ ^ t 0 f the world, 0 0 / 0 . 

cation 17*7%; other services, 16 9 / 0 , ana in 

CAN YOU ANSWER THESE QUESTIONS ? 

1 What do you understand from the. following : - 
(o) Gross Rational Product at Market Prices. 

<b) Ret National Product at Market Price. 

(c ) Ret Domestic Product at Factor Cost. 

(d) Ret Rational Income at Factor Cost. 

**? 

of measuring the. national income tn India. 

0. Define national income. Bow can vidy apeeth 1959) 

. How ie the national income computed^ 

<nMn V J Ecamtne tie notional income of latia an, point^ o,d t^rincipol 
features. 



/MODEL REVISION PAPER 

N.B. Attempt any Jive questions. All questions carry equal marks. 

1 “EcJiomics is the Science of Wealth. Why is this 
definition of Economics regarded as defective ? Give what you 
consider to befthe proper definition. 

2. Wh/t is a family budget ? Prepare the family budget of a 
Bchool teachejf drawing a salary of Rs. 180. 

3. (a) jThich one of the following come under ‘labour’ as 

Understood in Economics and which of them cannot be 
regarded as labour ? Give reasons in support of your 
answer. 

(а) A college professor looking after his cow ; 

(б) A physical training instructor doing drill ; 

(c) Chief Minister’s work in his oftice ; 

(i d) Speaker of the Vidhan Sabha presiding over a 
meeting at the Vidhan Sabha. 

(e) Education Minister painting a picture at his house; 
(/) A musician singing before his friends ; 

\g) An Inspector inspecting a school. 

(b) Fill in the following blanks by using one of the words 
given in brackets against each statement : — 

(t) Economics is a.science. 

(political, social, technical, educational, physical). 

(ti) Labour is less mobile than... 

(capital, land) 

(tti) Price is.expressed in terms of money. 


(utility, value). 

(tv) Land is a.gift of nature. 

(valuable, free, costly). 

(v) The building of a factory is its.capital. 


(sunk, circulating) 

( vi ) Free goods have a great. 

(value-in*ueo, value-in-exchange). 

(yii) As the price of a commodity falls the demand for it 
.(increases, extends) 

(wit) Meat and wool are examples of. 

(joint supply, composite supply). 

(iz) A joint stock company has.liability. 

(unlimited, limited) 

(z) A consumer generally spends his income according 

to the law of. 

(diminishing marginal utility, increasing cost, 

equi-marginal utility) 
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(xi) There is at present................in India. 

(inflation, deflation) 

Uii) There is usually a.martlet in brieka. 

(national, world, local) 


4. What are the causes of ‘localisation of industry’? Illustrate 

with reference to Indian industries. 

5 You have read in Economics about the several advantages 
of large-scale production. Yet we see such a large number of small- 
ecale businesses not only in India, but also m advanced countries of 
the world. How do you explain this ? 

6. State and explain the law of Diminishing Returns with its 

limitations. • . , 

7. Distinguish between ‘market price’ and ‘normal price - 
How is normal price determined under conditions of perfect 

competition ? 

8. What is a Cheque ? Give specimen forms of the various 
types of cheques, bringing out the difference between them. 

9. Explain briefly the advantages of international trade. Are 
there any disadvantages also ? If so, explain briefly. 

10. Distinguish between “normal” wages and “real” wages. 
Compare the “real” wages of a teacher in a school with those of a 
clerk in an office, both drawing the same salary. 

11. Briefly explain the main canons of taxation. 






